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The Construction, Use and Abuse of Cost 
Accounts * 


By Str ArtHUR LowEs DICKINSON 


In recent years much attention has been given to cost account- 
ing, in the use of which this country had, up to the outbreak of 
the war, been very backward as compared with the United States 
and still has much leeway to :nake up. 

The pre-eminence in foreign trade which this country has 
enjoyed in the past is now seriously threatened by the competition 
with other countries with greater natural resources, lower real 
rates of wages and greater production per person employed; and 
while endeavors are being made, as to the success of which there 
is much difference of opinion, to meet this competition by the 
imposition of protective duties masquerading under the guise of 
‘safeguarding industries,” the only real remedy lies in greater 
efficiency and lower costs per unit of production and sale. 

These problems call more and more for accurate knowledge of 
costs of all operations from the production of staple raw materials 
to the final staye of delivery of the finished products to the ulti- 
mate consumer either at home or abroad; and to meet this demand 
the construction and proper use of cost accounts are necessary 
adjuncts. 

It ser ms pertinent, therefore, that in a gathering of chartered 
accoun.ants some little time should be spent in considering this 
important subject in its broad principles rather than its details. 
It is perhaps to the neglect of these general principles and to the 
too great elaboration of details forming interesting mathematical 
studies rather than aids to cheaper and more efficient production 
that the abuse of cost accounting which is frequently observed 
is mainly due. 

A necessary step to the study of this subject is to consider the 
object of such accounts. The first object may be stated to be a 

*A paper read before a meeting of the Institute of Chartered Accountants at Bristol, England. 
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determination of the cost of what is sold in order that the pro- 
ducer or dealer may, by comparison with the price at which he can 
sell, determine whether it is worth his while to do the business and 
whether his margin of difference is sufficient to enable him to 
capture markets which are held by competitors. The most 
elementary instance of this is perhaps the schoolboy sum to 
determine the price at which a grocer must sell a mixture of two 
or more teas of varying costs in order to realize a certain profit. 
The schoolboy accepts the profit as a fact, but the grocer, if he isa 
wise trader, will so adjust his mixture as to enable him to make 
profit at a price fixed not by himself but by general market con- 
ditions. Applying this very simple proposition to trades and 
manufactures in general it becomes evident that at every step the 
mixture of labor, machinery, supervision and distribution must 
be so adjusted as to allow of the sale of the product at a profit in a 
competitive market. Even in the case of a monopoly the same 
principle applies and is well expressed in the words of an American 
railroad president of the past, that the rates to be charged on a 
railroad should be ‘‘all the traffic would bear consistently with the 
freest possible movement of the traffic,”’ e. g., an increase in rates 
may so restrict traffic as to produce lower total earnings, and 
vice versa. 

The second object is to obtain the greatest possible efficiency 
in manufacture by a comparison of the cost of similar processes 
at the same time, or of the same process at different times. Such 
comparisons have been found to give most useful results and to 
have brought about invaluable economies. 

A third object is the determination of rates of wages with 
reference to the cost of product as compared with selling price, of 
which a prominent example is to be found in the coal mining in- 
dustry, where statements of the aggregate costs of mining in the 
different districts form the basis of ascertainment of wages in 
accordance with the terms of agreements negotiated between 
masters and men. 

A fourth object, which may in future be of ever increasing im- 
portance, is to regulate selling prices by reference to costs of pro- 
duction and a reasonable profit thereon. An example of this is to 
be found in contracts carried out on what is generally known as 
“cost plus percentage,’’ which has been in use for many years in the 
shipbuilding industry and by large contracting firms. During the 
war the prices of many commodities were regulated by similar 
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methods and many millions were thereby saved to the country on 
government supplies for war purposes. An interesting develop- 
ment of the “‘cost and percentage’’ method was also evolved 
during the war, as follows: an estimated labor and material cost 
was ascertained, to which was added (a) for overhead expenses, 
either a fixed percentage or one dependent upon an examination of 
accounts, and (0) for profit, a fixed percentage on the estimated 
cost; if the estimated cost was exceeded no profit was allowed on 
the excess, but if the actual cost was found to be less than the 
estimated a certain proportion of the saving was allowed to the 
contractor as additional profit. 

Fifthly, costs are an important element in the consideration ot 
applications for protection under the safeguarding of industries 
act, not only by the comparison of cost with selling price, but also 
as evidence of efficiency or otherwise. 

Turning now to the construction side of the question, the simple 
elements of costs are: 

(1) Raw material. 

(2) Direct labor. 

(3) General works overhead. 

(4) Selling and distribution expenses. 

(5) Administration. 

Material is represented by purchased goods which may and fre- 
quently do consist of material brought to a certain stage by 
previous manufacturers, while in some few cases, such as a manu- 
facturer of steel products owning ore and coal, limestone, nickel, 
manganese, &c., mines, it may be literally prime products of the 
earth. Direct labor, i.e., labor actually expended on the manu- 
facture, requires no comment. In addition to direct labor, there 
must always be a considerable amount, such as power, light, re- 
pairs, general stores, foremen and timekeepers and factory superin- 
tendence, &c., which cannot be attributed to any particular opera- 
tion and must be spread in a more or less arbitrary manner over 
all the work in the factory or department of the factory. These, 
together with other items of similar character, form a group of 
items generally known as factory overhead. This group is as 
much a part of the cost of manufacture as are the direct charges of 
material and labor, and consequently all products turned out 
must bear their share. 

To determine the direct labor and material cost is a compara- 
tively simple problem, although it may often involve a huge mass 
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of figures and in consequence, if it is not to cost more than it is 
worth, involve the use of the most efficient labor-saving devices. 
The time of the operatives expended each day on any particular 
job upon which they are employed is obtained by the foremen and 
timekeepers, generally by the use of time clocks and cards or by 
slips on which the time on each job is noted. From these records, 
firstly, the pay sheet is prepared, and secondly, an analysis by 
jobs is prepared, either on analysis sheets, or preferably, if the 
volume is sufficient, by a system of punched cards and electric 
tabulating machines. These two summaries are agreed and the 
job order summary then goes forward into the costing depart- 
ment. It is usual to give job order numbers to each separate oper- 
ation for which a cost is desired and a separate series of standing 
order numbers to indirect or general labor, with such subdivi- 
sions by departments, shops and even operations or machines as 
may be required. The result is a complete summary of all wages 
paid under the headings of each operation for each job under way 
as well as for each separate expense heading into which wages 
enter. 

Material originates in the material and stores departments, 
which are charged with the function of maintaining sufficient 
supplies to meet the needs of the works. These departments may 
be quite numerous and separated for different kinds of material. 
The basis of charge for cost accounts is a requisition on these 
departments for particular jobs, and an analysis of all these req- 
uisitions made, if there is a sufficient volume, by punched cards 
and tabulating machines, supplies the quantities and values to be 
charged to each order number, whether job or standing. This 
analysis also forms the basis for credits to the different material 
and store accounts. 

The money rate at which materials are charged out of store is of 
some importance. The two methods in general use are, either to 
take the average price shown on the stock account for that ma- 
terial, where individual stock accounts are kept in both money and 
quantity, or the price of the quantity that has been longest in 
stock, until that is exhausted. This distribution is not, however, 
as simple as that of labor so far as it affects either costs or stocks. 

In factory operations there must always be loss of material and 
it is evident that the limitation of such loss is an important element 
in keeping costs down toa minimum. The loss may be due either 
to necessary wastage in the operations or to spoilage due to bad or 
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careless workmanship. The latter can only be controlled by the 
watchfulness of the foreman, assisted by standards based on past 
experience as to the number of good pieces that should be made 
out of a given weight of material. A third cause of loss is the 
direct abstraction by workmen of finished products, which in the 
case of small pieces is quite easy and can only be discovered by a 
search of workmen as they leave the premises. Such search is a 
difficult and invidious operation and whether or no it is to be made 
must depend on a comparison between the value of the material 
and the cost of the friction among workpeople that might be 
caused thereby. Such abstraction amounts to sheer dishonesty, 
and while it undoubtedly does occur it may perhaps be considered 
as an exception and not the rule. 

All waste material appears ultimately as scrap, which is fre- 
quently of considerable value and may vary from dust and small 
shavings up to pieces of considerable weight. Scrap is one of the 
major difficulties in accurate costing and must be estimated on a 
conservative basis. One method is to treat as the weight of scrap 
resulting from any particular operation the difference between the 
weight of the material charged in to that operation and the weight 
of the finished product credited out. But often the only check 
upon the accuracy of the estimate is the selling weight when dis- 
posed of; and the frequency of check depends upon the system of 
storing. If separate piles are kept for different kinds of scrap and 
the piles are not allowed to become too large the risk of error is 
much reduced, but if all scrap of each kind, or, worse still, of all 
kinds, is kept on one pile from which deliveries are made and to 
which fresh scrap is added so that the pile is never exhausted the 
risk of error is greatly increased and cases have occurred where 
it has amounted to very large money figures both relatively and 
actually. 

Similar difficulties arise in the case of bulk materials unless care 
is taken to keep each purchase, or group of purchases over a short 
period, in separate piles. Cases have been known in which pig- 
iron, for instance, stored on soft ground has, owing to its weight, 
sunk in, so that when the pile was exhausted a considerable quan- 
tity had disappeared below ground and a shortage resulted, as the 
expense of mining operations to extract the whole of the vanished 
material was not justified. Ore piles have been found to be short 
when finally exhausted due to undiscovered errors in the methods 
of charging out to operations. 
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In order to reduce possible errors in quantities to as small di- 
mensions as possible and also to absorb the cost of handling stocks 
it is a usual practice to add a percentage based on past experience 
to all deliveries charged out to order numbers. Similarly, where 
scrap cannot be weighed out at each process it is customary to 
credit it out on a percentage of material charged, based again on 
past experience. These arbitrary percentages are a two-edged 
sword, for if the percentage added is too low or the scrap credited 
is too high costs may be brought out lower than actual, while in 
the contrary case work in progress will be valued too high; there 
will be a consequential error either way in the book figures of 
stocks. There is, however, an ultimate safety valve in that proper 
continuous methods of stock-taking will disclose the errors from 
time to time, so that while the individual costs may be wrong the 
aggregate financial results may not be materially affected. 

It will be seen that the treatment of labor and materials in- 
dicated above has the further effect that it makes practicable a 
book record not only of work in progress and finished, but also 
of unused materials, stores and supplies; founded on the booking 
of all invoices inwards in quantity and value and on similar 
records, plus or minus approximate percentages, for consumption. 
The advantages resulting from this book record are that it dis- 
penses with the labor and expense of a stock-taking at one par- 
ticular date, which naturally interrupts manufacturing operations; 
and by permitting different sections of materials and stores to be 
verified by an inventory at odd dates and then adjusted with the 
book records stock-taking can be spread evenly over a fixed period. 

It may be not amiss here to refer shortly to different methods 
of keeping the money values of materials and stores. In some 
cases it is customary to keep an account of every unit in both 
quantity and value, but this is necessarily an expensive method 
and one which should not be adopted unless it is absolutely neces- 
sary. A second method is to divide them into classified groups, 
each group consisting of somewhat similar items, and then, while 
keeping an account for each unit in quantity only, with a note 
of the unit price as this varies, record aggregate money values for 
each classified group only. In this case a physical stock-taking 
of each group would be taken periodically and extended in money 
values, and any difference between this value and the book value 
investigated and adjusted. Assuming, say, twenty-four such 
groups, this would mean that two groups would be thus verified 
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each month, by a small staff kept continuously engaged on such 
work, in order to complete the entire stock-taking over a calendar 
year. 

Another advantage resulting from such a system as has been 
indicated is that it becomes possible with a remarkable degree of 
accuracy to determine month by month the approximate cost of 
all sales for that month and so enables the administration to have 
before them early in the following month a complete statement of 
profit and loss, prepared on a conservative basis and supported by 
the results of completion of individual orders and contracts. 
These latter will be affected by the method adopted for distribu- 
tion of factory overhead, but if a careful watch is kept over the 
amount of such overhead carried in stock, no serious error in the 
aggregate profit is likely to occur. 

Costs of operations will necessarily vary from period to period 
according to the change in prices and wages, and perhaps even 
more due to the variation in overhead arising from the change 
in the percentage of factory capacity in use from period to period. 
As long as production is exceeding sales it is a simple matter to 
take the costs of sales for the period as a charge against proceeds 
of sales, and carry the remainder of the cost into stock. When 
sales exceed production it becomes necessary to withdraw from 
stock the cost of the excess sales, either at the average of the costs 
charged into stock from time to time or at the cost of that which 
has been longest in stock. As long as there is no continuous rise 
or fall in costs this method is probably sufficiently accurate for all 
purposes, but when there are material changes in values in one 
direction it will be necessary to adopt the more correct method of 
charging as cost of sales not the cost for the period but the cost 
at which units have been charged into stock until stock at the 
beginning of the period has been exhausted, and then only to take 
the cost of the period for the balance. 

In such conditions the first method would, in the case of falling 
prices, tend to inflate stock quite seriously with possibly disastrous 
results later on, while in the case of rising prices an unknown 
reserve would be built up. This is an instance of the necessity, 
in dealing with cost accounts, of the most watchful regard to 
principles and of the danger of neglecting principles and trusting 
to machine-like decimal accuracy. 

It is of the utmost importance that such monthly statements 
should be prepared promptly in order that the management may 
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be in a position to deal without delay with any adverse tendencies 
disclosed therein. Results of individual contracts and orders 
disclosed months after they have been completed and delivered 
are of little or no use to anyone; nor are profit-and-loss accounts, 
prepared months after the period to which they relate, of use to 
the management, except for presentation to shareholders and 
declaration of dividends. Statements thus delayed may perhaps 
be compared to a nurse who should inform the doctor of the 
temperature and pulse of her patient some weeks after they were 
actually. recorded. 

In the United States it was common practice even fifteen years 
ago in large industrial undertakings to have production statements 
before the officials in the first few days of the following month and 
complete profit-and-loss account, by the 10th of that month, 
and today these figures are frequently available within a few 
days of the close of the month to which they relate. 

Having dealt with the principles involved in the distribution 
of materials and labor, it remains to consider the more difficult 
question of the distribution of overhead expenses, upon which 
there are many differences of method and opinion. 

The simplest and perhaps most usual method is to take the 
total overhead expense and divide it either over units of manufac- 
ture or productive wages or labor and material costs. Where a 
factory is producing only one kind of product which passes 
through all processes the results of such methods will be suffi- 
ciently accurate for all purposes. In the case, however, of a 
factory making various kinds of products, passing in the process 
through some only of the many departments, such a method may 
introduce serious errors, as, for instance, charging a product made 
entirely by hand with a proportion of the cost of a power plant 
used only in other departments of the business. 

To meet these conditions other methods have been devised. 
While it is not possible (by the definition of overhead expense) 
to charge any of it directly to a particular job or operation it is 
evident that many expenses may be treated as direct charges 
either to a particular department or even to a particular machine 
in that department and, the number of hours expended by that 
machine being recorded, a basis of division by machine hours or 
man’s time or pay can be easily adopted. 

In the first place, therefore, overhead expenses would be di- 
vided into direct charges against departments and into charges 
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common to all departments; the first group would again be di- 
vided into those appertaining to particular machines and opera- 
tions in that department, and into those which are common 
to the whole department but cannot be allocated directly to any 
machine or operation. In this way the overhead may be divided 
into a large number of classes and the problem then becomes one 
of distribution, and this can only be decided by a careful study 
of the nature of the various operations. In some cases floor 
space occupied may be found suitable; for others, machine hours; 
for others again, man hours; and there are also in common use 
distribution over units manufacture, direct wages cost or direct 
wages and material cost. 

It will be seen that the method here outlined, if carried out in 
full, is very elaborate and involves a great amount of detailed 
analysis. Its use is only justified where a large diversity of 
products are manufactured, the operations on which are so 
dissimilar that nothing short of such a division of overhead ex- 
pense will give sufficiently accurate results to enable a close 
competitive selling price to be determined. Where this is not the 
case, and in simple industries, such as mines, steel works and 
factories putting out only a limited variety of standard products 
of a similar nature, this elaborate system of distribution is hardly 
justified and the simpler system of dividing all overheads as a 
percentage on labor will produce sufficiently accurate results. 
A simple instance of wasted elaboration in determining costs was 
found in the course of an investigation of the accounts of two 
engine works for the purpose of amalgamation. Each concern 
had a foundry in which all its castings were made, the weights 
varying from a few ounces up to several hundredweight. One 
concern charged all its castings into its engine costs at 1d. a lb., 
while the other had an elaborate system of arriving at the cost 
of each casting. The latter concern objected to the rough-and- 
ready 1d. per lb. as entirely inaccurate, and to settle the question 
the accountants took a specification of the standard engine, 
worked out the cost of all the castings individually and so arrived 
at an average cost per lb. which was found to be within a negligible 
percentage of the 1d. per lb. adopted by the other concern. This 
is probably a good instance of how expert knowledge of 
manufacturing processes backed by careful test costs may save 
a large amount of time and expense and still get accurate 
results. 
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Another principle that must always be remembered in relation 
to the overhead expenses is that when the output of a factory 
has reached a point at which it can absorb the whole of the over- 
head and still leave a reasonable margin between cost and selling 
price, any additional product can be either manufactured at a 
higher cost or sold at a lower price because it is no longer necessary 
that any overhead expense should be taken into account in arriv- 
ing at its cost; in other words, any slight margin of selling price 
over labor and material cost will yield a profit and make it worth 
while to continue production. Similarly, when work is slack and 
orders can only be obtained at prices which in ordinary times 
would be unremunerative, it may pay to take them at a small 
profit on labor and material only in order to reduce the burden of 
overhead and so make a profit on the regular business. 

One common method of dealing with overhead expense is to 
adopt as a basis certain percentages or other allocations based on 
past experience and to treat these as standard, charging costs and 
crediting nominal accounts to which the actual expense incurred 
becomes a charge. The proof of the accuracy of the distribution 
is in the approximation to a balance over any period in these nom- 
inal accounts, and the percentages should be sufficient to leave in 
normal times a small credit balance thereon. 

Whatever method is adopted, an important question in con- 
nection with overhead arises when a factory running on normal 
production with a steady percentage of overhead falls upon bad 
times and its production is so reduced that on the normal distri- 
bution the overhead is not fully absorbed by the lessened produc- 
tion. Either the overhead should be spread at a greatly increased 
percentage over the actual production, or the normal percentage 
should be continued and the unabsorbed overhead charged to an 
idle plant expense account. In arriving at profits, idle plant 
expense must be provided for, but it would seem better practice to 
provide for it by a charge direct to profit-and-loss account rather 
than a charge to orders, i. e., to costs, thus unduly inflating the 
latter and perhaps tending to a further restriction of production 
on the ground that the product can no longer be sold at a profit. 

There is some difference of opinion, even among accountants, 
whether or no rent and interest should be included in overhead 
expense and treated as part of the cost of the product. The 
sounder view seems to be that both these items represent either a 
part of the profits or a fixed contribution in lieu of profit paid to 
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those who provide a part of the necessary capital; i.e., fixed capital 
in the case of rent and either fixed or circulating in the case of 
interest. These two items in any case only represent the charge for 
the use of part of the capital and if they are to be included in costs 
it is surely inconsistent not to include a charge for the rest of the 
capital employed. Morecver, of two firms with the same amount 
invested and making identical products, one may borrow half its cap- 
ital and the other none, and it is surely inconsistent to suggest that 
the cost of the product in the first case is higher than in the second. 

The advocates of including interest as part of costs are in an- 
other difficulty in determining the rate of interest to be charged. 
The old theory of economics was that it was the rate at which 
money could be invested entirely without risk. In the closing 
years of the last century the nearest approach to such a rate was 
that yielded by 234 per cent. Consols, then quoted at consider- 
ably over par, and yet a purchaser in, say, 1898, would, by holding 
until 1916, have lost by depreciation in market value as much as 
the whole interest collected during the intervening period of years. 

In fact, money is invested in industrial enterprises in order to 
obtain an annual return thereon, and it seems inconsistent to claim 
that in the case of an investment in government securities the 
return is to be deemed interest, but if in commerce partly interest 
and partly profit. It is true that in deciding where to place his 
capital an investor measures up the risk he is incurring and that 
this determines in the long run the rate of return, i. e., the price of 
capital, but this only expresses the rate of interest prevailing at 
any time for capital employed in different businesses and does not 
justify an arbitrary and illogical division between interest and profit. 

While the balance of argument would seem to be decidedly 
against interest being an element of cost, it is clear that the time 
taken over an operation is a material factor in its cost and one 
which is not taken into account in the methods of determining 
costs already set forth. If two articles involve the same amount 
of labor and material, but one takes twice as long to make as the 
other, there should be some way of indicating its excess cost by 
reason of its greater use of capital facilities provided. Factories 
and machinery are usually erected with a good idea of the return 
to be obtained from their use and this rate of return, calculated on 
the capital value of all facilities used for the manufacture of the 
two articles for the time during which they were so used and 
added to the labor, material and overhead cost would at once 
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show that one had cost more than the other. Unfortunately this 
method would include in cost the whole of the estimated profit 
and is therefore quite inadmissible, and there seems no reason for 
charging interest at any lower rate. Further consideration shows 
that what is really wanted is a comparison between the profit 
realized on the two articles, i. e., the interest earned on the capital 
employed in each case. This can be readily obtained as a statis- 
tical figure by comparing the difference between selling price and 
cost (as ordinarily determined) with the capital facilities used in 
producing each, taking into account the time for which they are 
used. Thus, if the surplus of selling price over cost for two prod- 
ucts be X and Y respectively, the capital facilities employed P 
and Q, and the time for which they are employed H and M, then 


: : , , ; X 
the return on a unit of capital for a unit of time will be Px and 
x 


respectively. The relative value of these two expressions 


r 





QxM 

will indicate which commodity produces the greater profit. If 
one shows a smaller return than the other it then must be deter- 
mined whether its manufacture is so essential that it must be 
continued in spite of this lower return, or whether it can be 
purchased outside to greater advantage or can be abandoned 
altogether in favor of a greater output of the more profitable ar- 
ticle, bearing in mind that any considerable increase in units pro- 
duced may result in reducing the selling price to a greater extent 
than the saving in overhead expense due to the greater production, 
and so reduce the profit to or even below that earned by the other 
product which it is proposed to discontinue. 

In considering a complete, detailed cost system on the principles 
outlined above it should not be overlooked that there is another 
method quite commonly adopted, much less costly, and often 
quite as accurate and satisfactory, particularly in machine shops 
not engaged in producing standard products but manufacturing 
to the order and special requirements of customers. In such a 
factory, while the finished products are not standard, they usually 
involve a large number of standardized parts, and it is in the as- 
sembling perhaps, and in a small number of special parts, that the 
difference occurs. In such cases it is often customary to work on 
the basis of test costs, i. e. specially skilled men estimate the 
material, labor and overhead for each operation and so arrive 
at the approximate cost of the whole, taking care that their 
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estimates are on the safe side, i. e., are over and not under the prob- 
able cost by a safe margin. On the basis of these estimated costs 
contracts are taken and all finished products are valued out, the 
stock of work in progress, raw material and stores being repre- 
sented in the books at any time by the difference between the total 
charges to the factory and the credits for finished goods shipped out. 

This method has been used for years by one of the largest 
factories in the United States; a staff of skilled men being con- 
tinuously employed in calculating and revising test costs; its accu- 
racy was proved each year by the very close agreement between 
the book stock figures and the result of the physical stock-taking. 

Difficulties arise in determining the division of costs between 
two or more products derived from the same raw material which 
pursues a common course through certain operations up to the 
point at which the two products are separated and are thereafter 
submitted to different operations before they emerge as finished 
products. The extreme case is that in which one or more of the 
products can be treated as a by-product or residual, either owing 
to the relatively low value or to the small quantity produced. In 
such cases it is usual to credit to the cost of the main product the 
selling value of the by-products, less some percentage to cover 
cost of sale. 

At the other extreme is the case in which all products are equally 
important and a cost for each common to all or some few of these 
products isdesired. This can be obtained by dividing them either: 

(a) in proportion to weight or quantity produced, or 

(6) in proportion to selling value of the final product, or 

(c) in some arbitrary proportion based on experience of relative 

values over a series of years. 

It has happened that, by changes in markets, products that 
were at one time treatable as by-products increased in importance 
so that they become main products, while the former main prod- 
ucts become by-products. To show concisely the complications 
involved, assume two products, A and B. As market conditions 
vary A may pass from a by-product up to equality with B and 
pass B, while B may descend to the position of a by-product, A 
becoming the main product. In this way each one of the methods 
of determining costs mentioned above may theoretically come 
into force in turn. 

There is no lack of illustration of the occurrence of these condi- 
tions, e. g., by-product coke ovens producing coke, gas, sulphate of 
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ammonia, tar and many others; metal separation where a large 
number of metals, e. g., copper, nickel, gold, silver, &c., may all be 
obtained in greater or lesser quantities from the same ore; and oil 
refineries where large quantities of the different products of pe- 
troleum are obtained out of the same crude oil. 

It must not be overlooked that for most purposes there are two 
costs, viz.: (a) factory costs, i. e. labor, material and factory over- 
head only, and (0) selling costs, which would also include selling, 
distribution and administration expenses. Factory cost broadly 
represents the cost to the producer of his finished product delivered 
to stock, while selling cost includes also the expense of selling and 
distributing which still has to be incurred before the final profit 
can be determined. In theory, administrative expense should be 
divided between factory costs and selling costs, but in practice it is 
more usual to treat it as a separate item to be met out of the excess 
of sales over selling cost. 

In many cases, such as contracts, special orders, &c., goods are 
sold before they are manufactured; factory cost and selling cost, 
excluding distribution, are then in effect identical figures. For 
accounting purposes the distinction between the two is chiefly 
of importance in the valuation of stocks on hand, which by con- 
servative convention are usually taken at factory costs only, 
assuming, that is, that this is less than market value. If the 
products are in fact sold, selling cost (excluding distribution), if 
less than selling price, may safely be used. Any greater valuation 
is an anticipation of profit which may not be realized, although 
there are cases in which such anticipation on a conservative basis 
may be justified and even necessary, e. g. in large contracts 
extending over a period of years. 

It has been argued that factory cost for stock-taking purposes 
may be taken at date of stock-taking, instead of at that which 
actually went into the product. It is submitted that this is an 
erroneous principle and entirely loses sight of the meaning of the 
word ‘‘cost”’; in effect, it is taking into stock the profit due to 
goods having been manufactured on a lower basis of prices and 
wages than prevails at the time of stock-taking, a profit which 
can only be realized by the subsequent sale of the goods. It is, 
however, clearly the function of the cost accountant to determine 
not only past but present costs, and for this purpose it may often 
be necessary to adjust his actual costs by charging labor, material 
and overhead expenses at prevailing rates at the time. Where 
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this is done the increase or decrease in costs resulting from the use 
of current instead of actual rates should be shown separately. 
This sketch of costing methods and of some of the difficulties 
and problems involved therein leads naturally to the consideration 
of the use to be made of the costs when obtained, and the factors 
which should guide when settling the methods to be adopted. 
First and foremost must come the nature of the information 
which practical managers and heads of departments desire to 
enable them to get the best results out of the business. Secondly, 
there is the information which is required by the directors, who 
want to be able to judge of the progress and results of the business 
by a summary of figures as short and concise as possible. Thirdly, 
there are the statistical accounts and figures required by govern- 
ment departments to form the basis of trade reports relating to 
the whole country, e.g. coal. Lastly, there are the accounts and 
statistics required for the purpose of wage agreements with em- 
ployees, when such exist, and for the shareholders who in these 
days are too often left with little or no information that would 
be of use to them in forming a judgment on their investment. 
It may be safely said that of these four groups the first is of the 
chief importance, and that if the management are getting all they 
require for the efficient conduct of the business the other informa- 
tion is easily computed. A statistical department should be a 
necessity in any moderately large undertaking, to which depart- 
ment the cost and accounting returns should go to be examined 
and compared and put in the form that will be most useful. 
Then again, some returns are of immediate and urgent impor- 
tance and will be useless to the management if they are submitted 
more than a few days after the close of the period to which they 
relate. If presented months later they are in fact matters of 
history, interesting no doubt to statisticians and historians, but 
relating to a state of affairs long since passed by. A danger ina 
statistical department is that it is apt to acquire a craze for 
statistics as such and to prepare figures which are of no particular 
use to the management and from the business point of view are 
mere waste of time. As a practical instance may be noticed the 
case in which the costs of an operation which is common to a 
number of orders are found to vary from 3s. 6d. per unit down to 
6d., for reasons peculiar to each order and well known to the 
technical management. The statistical department goes to some 
trouble and expense in working out the average cost of the 
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operation for all orders, thus providing a figure not only useless 
but misleading, and depending on each occasion on the proportion 
of the different orders in hand over the period in question. 

A first essential in designing any system of cost accounting is 
to find out what are the essential accounts and statistics which 
the management require in their daily work; to improve and 
elaborate these in consultation with the management; and to 
produce a system which will give these results and waste no time 
in getting out others or in making elaborate calculations which 
may be mathematically interesting but are practically useless. 

A curious instance of erroneous use of statistics may be noted in 
a pamphlet recently issued in connection with the coal strike. 
Tables were presented showing the minimum wage fixed for differ- 
ent classes of labor in the various districts in the country, which 
in one class ran all the way from 47s. to 82s. per week. At the 
foot oi the page the average minimum wage for the whole country 
was given as 71s., a figure of no real practical importance. The 
pamphlet, however, went on to make the astounding statement 
that in the whole country no man of this class could earn less than 
71s. per week, and a similar error was made in all classes. 

A great quantity of statistics of the coal industry have been 
published as evidence in the various inquiries that have taken 
place from the commission of 1919 to that of this year. The great 
bulk of them are both valuable and interesting, but scattered 
about among them may be found some that are merely interesting 
figure exercises of no practical importance and which illustrate 
the foregoing criticism of the preparation of useless statistics. 

A word of warning against the free use of average figures may 
not be out of place, even in this assembly of accountants, in view 
of the misuse of such figures which frequently occurs. To take an 
average cost of an operation where the individual costs are more or 
less the same and fluctuations are not due to any intrinsic differ- 
ence in conditions, is not only justifiable but useful, as the average 
figure for the purpose of accounts and statistics is quite a reliable 
guide. When, however, conditions vary materially in the differ- 
ent unit operations which go to form the average, the use of the 
average figure is most misleading and may easily be dangerous. 
The statistics of costs and wages in the coal industry which have 
been much before the country of late afford a good instance. The 
published figures of costs, proceeds and profits or losses are pre- 
pared for 13 different districts and the figures for each district are 
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an average of all the undertakings in each district. In any partic- 
ular district, as has been shown in evidence, the results may vary 
from, say, 6s. per ton loss in a mine at the lower end of the scale to 
6s. per ton profit at the other end, so that the average figure of, 
say, 2s. 6d. per ton profit gives no idea of the real conditions 
prevailing, as there is no pooling of profits and losses. Similarly, 
the average profit or loss for the whole country, the average wages 
cost and earnings per person employed, taken by themselves, 
are of very little real use except to show what the results might be 
if all the mines were in fact combined in a single undertaking. 

Similarly misleading average figures may be found in many 
other cases, and it is imperative, therefore, that those engaged in 
the preparation of cost accounts and statistics should use every 
precaution to see that the figures they produce are accurate reflec- 
tions of facts and not merely misleading generalities. 

When there is in being a complete cost system great care should 
be exercised in preparing summary statements for the use of 
officials and directors, who are usually busy men desiring toleave 
all detail to their subordinates and dealing themselves only with 
important variations. Frequently the statements submitted are 
quite bulky and contain no short summary which will convey in a 
few figures all salient facts. 

As an instance of a form which will convey the necessary infor- 
mation quickly and easily the following may be given, to be pre- 
pared for each class of product or group of products, as may be 
appropriate: 

Saien, io quniiiey ann WEED: . o os c secdsdacivcoencascewesen 
Deduct— 

Cost of sales, per unit or percentageand amount............. 

Gross profit, per unit or percentage and amount............. 
Less— 

Selling and distribution expenses. .............eceeeceees 

FO PT OCCT OTE CTC re 

Net profit, per cent. or per unit and amount............... 

This statement would be supported by a subsidiary statement 
explanatory of cost of sales, viz.: 

Stock of finished product at beginning of period, quantity and 
SRS o's 0.4.50 0st needa daeds dene eens ks take eeseneee 
Wages, per unit or percentage and amount.................. 


ee OE ee eee eae 
Overhead a ER es ere 


Less stock of finished products at end of period............ 
ef Pre re er ee 
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Also there would be an analysis of selling and administrative 
expenses under suitable headings. All these statements should 
show the figures for the period under review, the previous period, 
and the corresponding period of the previous year. 

In addition to these statements, which in effect form a sum- 
marized profit-and-loss account, there would be purely statistical 
statements varying according to the nature of the business, and 
in deciding upon these an intimate knowledge of the business is 
required so as to determine which statistics will be of use in reduc- 
ing costs and improving processes of manufacture. The account- 
ant must put himself as far as possible in the place of the manager 
and show that he is not only competent to prepare the figures with 
a sufficient degree of accuracy and at a minimum of expense, but 
that he knows how to apply the results so obtained to the practical 
side of the business. By such qualifications alone will he be able 
to sift his material into what is useful and what is superfluous, and 
so avoid the preparation of useless or immaterial statistics whose 
only merit lies in the mathematical accuracy of the calculations. 

In this connection it may be opportune to register a protest 
against the common form of trading accounts and profit-and-loss 
accounts still too often prepared by accountants. It is high time 
that these were abandoned in favor of the form given above, 
which has been commonly in use in the United States for a 
quarter of a century but makes way slowly and with difficulty in 
this country. Shortly, the difference may be expressed as ac- 
counts prepared according to headings of service instead of by 
account names. There is no real reason why every account 
should not be prepared on the basis of service; yet frequently 
where the company or firm prepares its monthly or quarterly 
accounts in this form the accountants at the end of the period will 
revert to the old-fashioned debit and credit form of manufacturing 
and trading accounts, classified according to account names. 

The further development of cost accounting depends to a large 
extent on the greater use of mechanical devices, so reducing the 
expense of obtaining figures which, without such assistance, would 
cost more than the savings that might be obtained thereby. A 
full consideration of these devices would require a complete paper 
and can not here be attempted. The main features consist of 
cards divided into fields, each of which represents one particular 
factor, quantities or values being represented by perforations in 
these fields. Sorting is done by means of needles passed through 
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the perforations, either by hand or by electrical contacts, and 
tabulation by means of other machines, worked either by hand or 
by electricity. The efficiency of such methods depends largely on 
the volume of the original data with which it is desired to deal, and 
the greater the volume and the more continuously the machines 
are employed, the greater will be the economy. The problem of 
the efficient use of such methods is complicated by the human 
element, which sees in their adoption the displacement of human 
by machine labor, just as was the case in the middle of the last 
century when the introduction of special production machinery in 
the wool, cotton and other staple industries paved the way for the 
predominant industrial position which we still hold, in spite of our 
present, and it may still be hoped, temporary adversity. The 
answer is the same, viz., that anything which tends to reduce ex- 
pense will in the long run increase employment; but this is not 
much consolation to those immediately displaced, and unless they 
can be cared for continual opposition must be expected. Toler- 
ance of the doctrine that the few must suffer for the benefit of the 
many or their posterity can hardly be expected of the few. 

In concluding this survey of cost accounts it is permissible to 
consider for a moment the public aspect of the question and its 
ultimate effect upon the relations between capital and labor, and 
between producer and consumer. These relations are at present 
very much under discussion, and if industry and all it means for 
the maintenance in reasonable comfort of a congested population 
is to survive it is clear that the era of suicidal strikes must be 
quickly banished and superseded by some more sensible methods 
of avoiding, if possible, but at any rate of settling, disputes. The 
impression is gaining ground that the present disastrous condi- 
tions are largely due to the intense secrecy which prevails as to the 
real costs of production and of the disposal of the resulting profits. 
If every producer and wholesale and retail dealer were to publish 
the salient features of his business none would be unduly prej- 
udiced unless he were retaining an undue profit. The experience 
of those members of a trade who were doing well would be avail- 
able for the use of others doing badly, and in fact the same com- 
parison of costs would be available between different producers as 
is now available within one organization as between its different 
factories. Such publicity would in the long run tend to reduce cost 
of production and distribution throughout the industry ; to a fair di- 
vision between wages and profits; and toa fair price to the consumer. 


19 











The Journal of Accountancy 








Up to the present competition has been relied upon to produce 
all these results, and yet it is fairly clear that no great measure of 
success has thus been reached. A beginning of new methods, 
however inefficient, has been made in the coal industry, and while 
the present results are somewhat disastrous it would seem from 
the report of the coal commission that the disaster is in fact to a 
great extent the result of many old-fashioned and inequitable 
methods which that commission has disclosed. 

The seeds of better methods have been sown, and if all parties, 
forgetting their quarrels and the extreme and often absurd 
methods of socialism and bolshevism as well as of individualism, 
will work together to nurture the seeds into strong plants, the 
nation may redeem its position, and with its invaluable natural 
resources and energy regain its former prosperity with a fairer 
division, among all classes, of the accruing wealth. The founda- 
tion must be publicity, and publicity in a form and sense that is 
at present but little understood, but essentially publicity in costs 
of production and distribution, with a fair price to the consumer 
and a fair division of the balance between labor and capital. 

For the solution of this problem it is essential that service to the 
community should play a much larger part in industry, and at 
least an equal part with individual profit. The present idea that 
a business belongs only to those who own the capital therein must 
give place to a new spirit that it belongs to all who contribute to 
its success, whether as capitalists or as brain or manual workers, 
and is a trust for the benefit of the consumer and the nation. This 
is a high ideal which may never be reached, but it can remain an 
ideal towards which continued progress may be made, and while 
one of the keys to it is a better understanding, with goodwill and 
coéperation between capital and labor, another is held by the 
accountant, whose province is to devise and propagate methods 
by which all the essential facts in industry may gradually become 
the property of the community. 
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Automobile Sales Financing 
By RoBErT C. BROWN 


Years ago it was considered unsound to buy a commodity 
other than for cash, the only exception being possibly one’s own 
home. Today, however, there is quite a long list of articles sold 
on the instalment plan—mostly for domestic use—with down pay- 
ments from zero to fifty per cent. of the purchase price and with 
monthly payments maturing in from four to five months to as 
many as thirty-six months. 

It is not the purpose of this paper to discuss the desirability 
of the deferred payment plan—the fact is the plan is firmly 
established today in this country, and, while it is quite true that 
in many instances it leads to extravagances and often suggests 
the possession of articles that are not necessary or even desirable, 
the advantages of the deferred payment plan would undoubtedly 
appear to be greater than the disadvantages. Possibly the regu- 
lation of the plan as a whole is more important than anything else 
in order to restrict all unnecessary buying on the one hand and to 
lessen usurious and damaging practices on the other. 

Melvin A. Traylor, president of the First National bank 
of Chicago, has suggested an hypothesis for instalment buying 
which should be of general interest. He says, “‘ No person should 
buy on the instalment basis more than can be covered by a year’s 
savings, less a reasonable cash reserve for a rainy day.’ Asa 
banker, Mr. Traylor is doubtless expressing a wish that he and 
his brother bankers may some day see the realization of a reason- 
able and conservative limit of time in selling merchandise on the 
instalment plan. 

Of the products sold today on the instalment plan, probably 
the one with the greatest aggregate value is the automobile. 
In this article, therefore, it is proposed to mention a number of 
features in the sale of the automobile, with particular reference 
to the financing of instalment sales. 

According to statistics, there were substantially 23,000,000 
automobiles in use during the year 1926, which, on an estimated 
population of 115,000,000, would average one car for every 
five persons. From a trustworthy source, it has been con- 
servatively estimated that over 6,000,000 families in the United 


21 











The Journal of Accountancy 








States having an income of $40 a week, or less, own their own 
automobiles. We also learn from statistics that approximately 
70% of all automobiles sold and 90% of all trucks sold are paid 
for on some deferred payment plan. It can be seen, therefore, 
that many problems must necessarily present themselves in the 
financing of such a vast business. 

In view of the rapid increase in the sales of automobiles, 
due in great measure to the facilities afforded by the use of the 
deferred payment plan, the reader may be interested in a dis- 
cussion of some of the features peculiar to the selling and financing 
of automobiles. For convenience, therefore, the comments 
which follow are classified accordingly. 


SELLING THE AUTOMOBILE 


When a purchaser buys an automobile on the deferred pay- 
ment plan, the automobile dealer explains the terms and condi- 
tions and endeavors to obtain the largest down payment with the 
minimum number of months in which to pay the balance. On 
account of keen competition, there is no standard method of 
paying for a car on the deferred payment plan. It is to the 
advantage of the dealer to receive as large a down payment as 
possible—conservative companies require down payments of 
from 30% to 40% of the delivered price of the car—but it is not 
uncommon for a down payment of as little as 25% to be made, 
and sometimes even less. The number of deferred payments is 
also one which varies considerably. In some instances, the car 
is paid for within a few months, while in a few instances full 
payment of the car is not made until the expiration of twenty-four 
months. Inthe majority of cases payments are in equal monthly 
amounts, but sometimes the last payment is of a much larger 
amount, the understanding being that when this note falls due, 
arrangements will be made for its extension. In the finance 
business, this note which is due at the end of the period is called 
a ‘‘balloon”’ note. 

In the last two years, meetings of dealers and representatives 
of automobile finance companies have been held in Chicago 
for the discussion of certain standard methods of doing business. 
Nothing of a definite character has resulted from these meetings, 
but the discussions have brought out a number of serious prob- 
lems encountered, not only by automobile dealers, but by the 
finance companies. Furthermore, while it does not seem prac- 
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ticable to establish a fixed down payment or a fixed maximum 
number of months in which payment for the car should be made, 
it would seem to be the consensus of opinion that every car sold 
should be considered a transaction by itself; that an individual 
should be made to pay as large a down payment as possible; 
that the number of monthly payments should be reduced to a 
minimum; and that the so-called “‘balloon’’ note should be 
eliminated. 

When the car is delivered, the purchaser signs a promissory 
note for an amount equal to the balance due on the purchase 
price of the car, together with an additional sum to cover in- 
surance, interest and service charges. ‘To secure the payment of 
this note, the purchaser also signs a chattel mortgage or a con- 
ditional sales contract. 

As further security, finance companies, in as many cases as 
possible, request the dealer to endorse the notes received from 
their customers. This is done in order to place a greater respon- 
sibility on the dealer and to make it necessary for him to take 
greater precautions in selling cars as far as possible only to respon- 
sible buyers. It is realized that the responsibility and financial 
resources of the majority of the dealers are somewhat limited, 
which makes it incumbent on the finance companies to assume 
the loss on the disposal of repossessed cars. The trouble and 
expense in looking after the affairs of the dealer and the reposses- 
sion of cars has led a number of finance companies to accept all 
notes ‘‘without recourse,”’ believing that in the end it is more 
advantageous to deal directly with the owner of the car. 

There are many variations affecting the attitude taken by 
finance companies regarding notes with or without recourse. 
For example, on the west coast, finance companies have recourse 
against the dealer up to the time when 50% of the price of the 
car has been paid, after which there is no recourse. 

As a rule, there is practically no delay in obtaining delivery 
of the car, the buyer’s rating being obtainable in the ordinary 
course in from two to twenty-four hours. In some cases, it is 
believed that finance companies do not require the rating of the 
buyer to be obtained—it is thought that the profit on the in- 
creased volume of business will more than offset the increase in 
losses. For the benefit of credit generally, however, good busi- 
ness suggests the desirability of seeking the rating of every 
purchaser. On the conclusion of the purchase, the finance 
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company settles with the dealer for the balance due on the car 
and the transaction is then of a character which requires the 
buyer of the car to make monthly remittances direct to the 
finance company. 

It can readily be understood that when the volume of business 
is very large, the number of repossessions must be considerable, 
especially when little attention is given to the rating of the 
customers on the original sale of the cars. All finance companies 
realize the importance of the duties and responsibilities of the 
credit department in this respect, as delay on the part of the 
purchaser in meeting the payments requires immediate investiga- 
tion. Notwithstanding all safeguards, losses on repossessions 
are greater than some finance companies wish to admit; while on 
the other hand one of the largest finance companies in the country 
reported a short time ago that over a period of years losses were 
sustained of less than one-tenth of one per cent. per annum. 

In disposing of used cars, finance companies require a larger 
down payment than is required on new cars and restrict the num- 
ber of monthly payments, these requirements being found 
necessary on account of the greater risk in collecting the balance 
due. It is a common practice to require a down payment of 40% 
with ten equal monthly payments in which to satisfy the balance. 

In addition to the purchasing of notes receivable from the 
buyers of individual cars, termed “retail business,’ the majority 
of finance companies advance to dealers funds in considerable 
volume to be used in paying for cars purchased from the factory. 
This service is termed ‘‘ wholesale business.” 

Many automobile factories maintain a steady output of auto- 
mobiles, making it necessary for their dealers to accept deliveries 
during the entire year. The factories require that the dealers 
pay cash on delivery of the cars and in order to enable the dealer 
to meet this requirement (his working capital being insufficient 
for this purpose) finance companies advance the necessary funds 
on the so-called “floor plan”’ system. 


FINANCIAL AND ACCOUNTING 


It may readily be seen from the foregoing that the success or 
failure of a finance company is due in no small degree to the 
activities of the collection and credit departments. To keep 
losses at a minimum, it is important that the accounting records 
be of a kind best suited to a finance company. They should 
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preferably be in loose-leaf form with sufficient elasticity to provide 
for as much detailed information as may be required. It is hardly 
necessary to add that the accounts should always be kept up to 
date, particularly the notes-receivable records, as otherwise 
information might not be made available until too late for the 
collection of a note or the saving of expense. 

There are three items in the accounts of a finance company 
that need be mentioned which are, in a measure, peculiar to this 
typeof business, viz., notes receivable, notes payable, and deferred 
income. 


Notes Receivable: 


Inasmuch as the notes receivable are what might be called 
the ‘‘stock in trade” of a finance company, the records relative 
thereto should be simplified as much as possible so that account of 
all purchases and collections may be readily and easily kept. 

As the notes are purchased from dealers, daily entries are made 
in a record in which 


(a) the face value of the note, 

(b) the amount due the dealer, 

(c) the discount and service charges, 
(d) the insurance, 

(e) the insurance commissions, and 

(f) other factors entering into the deals 


are set apart in their respective columns from which postings to 
the general ledger are made monthly. For each contract at 
least two bookkeeping cards are used, which are quite frequently 
made out by machine and contain all facts concerning the deal 
as well as the programme of payment. One card becomes an 
accounting record and is filed in the regular course for control 
purposes among other accounting cards. The second card is 
used by the collection department and is usually filed by due 
date to facilitate the preparation of collection notices, etc. 

Because of the multitude of transactions affecting the notes 
handled daily by the larger companies, it has become the general 
practice to post collections and other items on the bookkeeping 
cards by use of machine. It has been found particularly ad- 
vantageous to use machines by which postings can be made to 
both bookkeeping and collection cards simultaneously, thus 
keeping the collection department constantly apprised of the 
accurate collection conditions. 
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Controlling accounts are kept on the general ledger for the 
several kinds of notes purchased, viz., retail notes (which may 
be again separated into recourse and non-recourse), wholesale 
notes and other notes. As repossessions are made, the notes are 
again segregated into a repossessed control, which may be in two 
sections—one for recourse, when payment is expected from the 
dealer, and non-recourse, when the car belongs to the finance 
company. Other segregations are necessary in the event of 
occurrences which make recovery possible under an insurance 
contract, or in any case where the security ceases to exist through 
litigation, etc. Should interest-bearing notes receivable be 
purchased, a still further separation should be made on account 
of the accrued interest factor. 

Some of the valuation features peculiar to the notes receivable 
of a finance company may be found of interest. The matter of 
providing for losses on contracts presents no new problem, as 
experience governs the rates and bases to be used, just as in other 
companies. The repossessed car feature is peculiar to automobile 
finance companies and is worthy of note. When the car on a 
non-recourse deal is repossessed, it becomes the property of the 
finance company and inasmuch as the nature of the asset has 
changed, the unpaid balance is immediately transferred from the 
active note file to a repossessed file. Since the balance due on a 
repossessed car is usually in excess of its realizable value (as 
determined from the Automobile Blue Book), conservatism re- 
quires that such a condition be considered in the reserve for 
losses carried in the accounts. When the car is sold and the 
proceeds applied to the unpaid balance, the question arises as to 
whether or not all or part of the excess should be considered as a 
loss. It is contended by many that inasmuch as the deal was 
closed before it should normally have been paid out, some of the 
service charges should be reversed before ascertaining the net loss 
on the repossession. 

It occurs to the writer that such a procedure understates the 
loss for several reasons. It is sometimes claimed that because of 
the allowance of a rebate in case of prepayment by the purchaser, 
a like amount should be reversed to unearned charges in the case 
of repossession and sale of the car prior to full maturity. In such 
instances, however, no consideration is given to the fact that the 
repossession method of collection and the additional expense in- 
curred by reason of repossession were not contemplated when the 
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deal was made, whereas in the case of normal prepayment there 
are no incidental expenses. In view of the foregoing, it is believed 
that any balance remaining uncollectible, due to other than 
normal collection of the note, should be considered as the loss, 
regardless of the date when such balance was due. It might be 
added that in the case of the bad debts of trading companies, it is 
not the practice to reverse a portion of the profit on the original 
sale when the bad debt is ascertained, but to make provision for 
the entire amount. 

There is a special feature affecting the provision for losses in the 
case of notes coming under repurchase agreement. Under this 
agreement the dealer promises to buy the car from the finance 
company at the unpaid book value on condition that the finance 
company delivers the car to the dealer in good merchantable 
condition. In such instances, the provision for losses must take 
into consideration the necessary expense in reconditioning the 
car. 

The notes receivable themselves are preserved in locations 
dependent on the financial requirements of the company. Where 
a company secures funds by issue of notes payable under a trust 
indenture calling for hypothecation of notes receivable, the notes 
must be placed in the custody of the trustee. Under this arrange- 
ment, the trustee is supplied at frequent intervals with collateral 
reports showing the movements of and collections on the pledged 
notes. Many of the larger companies secure funds on unsecured 
notes payable and hold the notes receivable in their own posses- 
sion. In either case, the note is returned to the purchaser upon 
full payment, after waiting long enough to assure the clearance of 
the last remittance. 


Notes Receivable, Wholesale: 


In the case of dealers’ notes financed by the finance company, 
the bill of sale is usually made to the finance company and the 
title to the car when delivered to the dealer remains in the name 
of the finance company until the money advanced has been repaid. 
The automobile is stored in the dealers’ salesrooms or in a ware- 
house and is not subject to removal for any purpose until the 
money due the finance company is paid. These loans are usually 
of short duration—from 30 to 90 days—dependent upon the 
season of the year, the advances representing from 80 to 90 per 
cent. of the price of the car to the dealer. 
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Notes Payable: 

In order to extend the scope of their operations, finance com- 
panies generally seek financial assistance from banks in addition 
to the cash capital provided by their stockholders. In some in- 
stances banks extend credit on unsecured notes but in the majority 
of cases evidence of indebtedness is required in the form of collat- 
eral trust notes, the collateral being the notes given by the pur- 
chasers of the cars. These notes are signed by an officer of the 
company and certified by the trustee. 

It is estimated that the amounts lent by banks at the present 
time to automobile finance companies is in excess of two 
billions, the greater part of which is evidenced by collateral trust 
notes with maturity dates extending from six to twenty-four 
months. 

So far as the security for collateral trust notes is concerned, the 
following excerpt is taken from a trust deed which is considered 
standard in this respect: 


“The trustee shall not certify and deliver any notes hereunder, 
unless at the time of such certification and delivery the trust property 
subject to this indenture shall consist of, or include, unmatured purchase 
money obligations for the payment of principal amounting in the aggre- 
gate to 110% of the aggregate principal amount of all the notes outstand- 
ing (including those of the time so to be certified and delivered) and re- 
maining after deducting from the aggregate principal amount of all notes 
the amount of any moneys then included in the trust property.” 


In other words, for every $100 of money borrowed, a finance 
company is required to deposit as collateral with the trustee, 
notes from the buyers of cars for at least $110. In a number of 
instances, the trust agreement calls for collateral equal to 115 per 
cent., or even more, of the amount borrowed, the collateral in 
every instance being irrespective of the amount of cash on deposit 
with the bankers. If it should develop that by reason of the 
withdrawal of notes there is insufficient collateral, the difference 
must be made good either by the placing of additional notes or by 
the deposit of cash. In the ordinary course of business, finance 
companies find it necessary to withdraw notes deposited as collat- 
eral for the purpose of collection, and the trust deed generally 
provides that a specifically limited amount of notes may be with- 
drawn on a trust certificate. In such instances, however, the 
finance company acts as the agent of the trustee and is accounta- 
ble for all money so collected. In general, therefore, the limit to 
which a finance company may borrow is its ability to contribute 
$100 working capital for every $1,000 borrowed, and to have 
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on deposit with the banker from whom credit is obtained ap- 
proximately 20 per cent. of the amount of credit to be extended, 
or in other words, for every $1,000 borrowed the company must 
be in a position to provide not less than $300 working capital. 

From this, however, the impression should not be formed that 
the stockholders’ investment in the above ratio should be uniform 
in all companies, for it can readily be seen that in the case of a 
small company there is a greater risk that the stockholders’ 
future equity will be eliminated on account of losses than there is 
in a large company. The following excerpt is taken from an 
address delivered by A. E. Duncan, chairman of the board of the 
Commercial Credit Company of Baltimore, before the Association 
of Reserve City Bankers at Louisville, Kentucky, on May 6, 1925, 
which has reference to this matter: 


“From my knowledge of the business of finance companies, and I have 
had occasion closely to investigate a lot of them, I should say that a fair 
schedule of such total maximum liabilities in proportion to net investment 
by stockholders would be about as follows: 


$100,000 to $500,000—from one to two times 
$500,000 to $1,500,000—from two to three times 
$1,500,000 to $2,500,000—from three to four times 
$2,500,000 and over—from four to five times 


The very nature of the business is such that a finance company with, 
say $5,000,000 invested capital, is much safer with liabilities aggregating 
$20,000,000 than a company with $100,000 capital and liabilities of $400,- 
000. It is difficult, even on the larger volume, to lose $5,000,000 before 
the officers, directors and bankers become aware of such losses, but not so 
difficult to lose only $100,000.” 


From this it will be noted that Mr. Duncan believes that a 
finance company should not have aggregate liabilities (including 
loans, acceptances, guarantees, etc.) of more than five times its 
own cash capital, surplus and undivided profits after deducting 
investments in other companies which are also borrowers. 


Deferred Income: 

As has been said, the notes receivable in hands of finance com- 
panies cover the cash advanced to the dealer to satisfy the balance 
of the purchase price of the car, as well as the charge for financing 
the loan. This additional charge to the car owner is taken up on 
the books of finance companies as deferred income, to be trans- 
ferred to the revenue account on some systematic basis. 

Inasmuch as the method of determining the amount of deferred 
income has an important bearing, not only on the financial posi- 
tion of the company, but also on its earnings, it is well to consider 
several methods employed by finance companies. 
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Some companies take up as a profit—doubtless for convenience 
—the entire income in the month in which the notes are purchased, 
as all expenses incidental to the obtaining of that business are 
charged in that month. No allowance is made for the expenses 
connected with the collection of notes in subsequent months, nor 
for interest payable and other charges incidental to the operation 
of the business, as the proponents of this method feel that it is 
proper to allow the profits resulting from future business to take 
care of this expense. Such an argument, of course, is quite 
unsound and the objections to it are so apparent that further 
comment is unnecessary. 

On the assumption that a series of notes is to be satisfied in ten 
monthly payments, the suggestion is made sometimes that the 
income should be credited to earnings in ten equal monthly pro- 
portions, without considering that the investment in these notes 
is greatest in the first month and diminishes month by month. 
The unsoundness of this method is also apparent and, therefore, 
requires no further comment. 

A third method has been adopted by many companies, viz., to 
spread the income in conformity with the maturities of the notes. 
In support of this method, the following illustration is submitted: 

A $1,000 note payable in ten equal monthly instalments of 
$100 each would have, in the first month, a balance of $1,000, but 
in the tenth month only $100. If the amount of this note 
were converted into month-dollars, its amount would be $5,500 
and the earnings on the $1,000 note would be the same as that of a 
$5,500 note payable in one month. 

The ratio of earnings in the first month to the entire discount 
charge would, therefore, be the same as the ratio of total month- 
dollars maturing in that month to the total month-dollars of the 
note. The earnings in the first month would, therefore, be 
1000/5500 or 10/55ths of the total charges; the second month 
9/55ths of the total charges, or 900/4500 of the balance of the 
unearned charges at that time; in the third month 8/55ths of the 
total charges, or 800/3600 of the balance of the unearned charges, 
and so on. It follows that if the total amount of unearned 
charges is divided by the amount of notes receivable expressed in 
month-dollars, the quotient is the service charge per month- 
dollar. The rates charged are usually uniform and it is, there- 
fore, safe to use the month-dollar as the unit for spreading the 
charges. 
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In practice, the month-dollar method may be applied in several 
ways, the plans in common use being the monthly spread and the 
cumulative spread, which should be further described: 

Monthly Spread.—A register is maintained by which the notes 
purchased during the current month are spread or grouped by 
months in which they mature. At the close of the months, a 
recapitulation is made of this monthly spread for the purpose of 
calculating and spreading the charges on the notes purchased 
during the month. 

For the purpose of illustration, it is assumed that $700,000 of 
notes are purchased in January, maturing over a period of ten 
months, bearing service charges aggregating $76,741.89, and that 
notes of like amount and maturity with the same amount of 
service chargesare purchased in February. It is obvious, of course, 
that such a condition would not exist, but the illustration is 
presented in order to set forth more clearly the method of cal- 
culating the spread of each month’s service charges. It is 
further assumed, in preparing the following tables, that before the 
first of January there had been similar monthly purchases bearing 
the same service charges. 

Table 1 shows the spread of the January service charges: 


Percentage 
of monthly 
balances to Proportion 
aggregate of charges 


Principal by Monthly month- earned each 
Table 1 maturities balances dollars month 

January.. chwbeeonbacacees Tee $700,000.00 $20.5339 $15,758.08 
February , ; panel $84,000.00 616,000.00 18.0698 13,867 .12 
March .. ? ; ; ; : 84,900.00 532,000.00 15.6057 11,976.15 
April... , ae 84,000.00 448,000.00 13.1417 10,085.18 
May rererr tT or . 84,000.00 364,000 . 00 10.6776 8,194.20 
Pcs céedeaudasdtaran : 77,000 . 00 287,000.00 8.4189 6,460. 82 
| ee a , ee 77,000.00 210,000. 00 6.1602 4,727.43 
August... rr . 70,000.00 140,000.00 4.1068 3,151.62 
September . . i'eusatee uae 63,000.00 77,000.00 2.2587 1,733.39 
October... .. i deat ih fa noses ieee 42,000.00 35,000. 00 1.0267 787.90 
November - cada Pires ae =——<—S«w nn © CUS CCU 





$700,000 . 00 $3,409,000. 00 $100.0000 $76,741.89 











Column three of the table shows the percentages of monthly 
balances to the aggregate month-dollars as computed from the 
figures in column two. In the table it is assumed that the total 
charges to be spread amount to $76,741.89. The percentages in 
column three are applied to that amount, thus producing the 
proportion earned in each month on the notes purchased during 


the current month. 
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For the purpose of assembling the totals of each month’s earn- 
ings, the figures in table 1 are transferred to column two in table 2: 


Unearned Unearned Unearned 
charges January charges Jan. February charges 

Dec. 31 by charges by 31 by chargesby Feb. 28 by 

Table 2 maturities maturities maturities maturities maturities 

January. . <— SERSER SE BEATER GE GPETER.E ccciccccsd§ dcuseovs 
February . . 47,116.69 13,867.12 60,983.81 $15,758.08 $76,741.89* 

March.... ; 35,140.54 11,976.15 47,116.69 13,867.12 60,983.81 

a : ‘ 25,055.36 10,085.18 35,140.54 11,976.15 47,116.69 

May ‘ . 16,861.16 8,194.20 25,055.36 10,085.18 35,140.54 

June , 10,400 . 34 6,460.82 16,861.16 8,194.20 25,055.36 

| ee ; 5,672.91 4,727.43 10,400.34 6,460 .82 16,861.16 

August 2,521.29 3,151.62 5,672.91 4,727.43 10,400. 34 

September. . 787.90 1,733.39 2,521.29 3,151.62 5,672.91 

October. ... a > te os 787.90 787.90 1,733.39 2,521.29 


November ; ‘ ca an , athe : 787.90 787.90 


$204,540.00 $76,741 89 $281,281.89 $76,741.89 $281,281.89 








Deduct: 
Earned as above* 
January. . . : il 
February .. ‘ ‘ 76,741.89 


$204,540.00 "$204,540.00 

It will be noted from table 2 that, after including January 
unearned charges carried forward from the business of prior 
months ($60,983.81), the total earnings for January amount to 
$76,741.89. After this amount is deducted from the total of the 
unearned charges by maturities at the close of the month, the 
remainder, $204,540.00, will represent the unearned charges on 
notes receivable at that date. 

Cumulative Spread.—The following table is presented for the 
purpose of illustrating the cumulative spread: 





Month- 

Notes Purchases Notes dollars in 

receivable and payments receivable thousands 

December 31 in January January 31 maturing 

Table 3 by maturities by maturities by maturities each month 
january .. , , ne $700,000.00 $700,000 .00 ee eee Berend 
February .. 616,000.00 84,000 . 00 $700,000.00 $3,409 
March ‘ ‘ 532,000.00 84,000 . 00 616,000 .00 2,709 
ae ‘ 448,000.00 84,000 .00 532,000.00 2,093 
May... ‘ 364,000 . 00 84,000 .00 448,000.00 1,561 
June.. : 287,000.00 77,000 .00 364,000 . 00 1,113 
| ae ’ vale : 210,000 . 00 77,000.00 287 ,000 .00 749 
August.... . : 140,000.00 70,000 . 00 210,000 . 00 462 
September. . 77,000 .00 63,000 .00 140,000.00 252 
October... ‘ vex 35,000 .00 42,000.00 77,000 .00 112 
November... Ruiiee - .  gritiddaahas 35,000 .00 35,000 .00 35 
$3,409,000.00 _........... - $3,409,000 . 00 $12,495 
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A register is maintained in which the principal of notes pur- 
chased, payments made thereon, and cancellations are spread by 
maturities. The totals in this register are shown in column three 
of table 3 and are converted into month-dollars as shown in 
column four. It will be noticed in this table that the month- 
dollars maturing in January amount to $3,409,000 and that the 
month-dollars of all notes total $12,495,000. The unearned 
charges before the January charge-off aggregate $281,281.89 
(table 2) and when spread in the ratio for the month of January, 
viz. : 3409/12,495, amount to $76,741.89, which is the same sum as 
that obtained by the monthly-spread method. 

The following explanations are made regarding the two 
methods shown: 


(a) In the monthly spread, no consideration is given to changes 
in the accounts brought about by prepayments or cancellations. 
In the ordinary course of business numerous items are cancelled 
and others are paid in full before final maturity. To remain 
strictly scientific, the spread of the service charges of the month 
affected should be adjusted for each cancellation and prepayment, 
but such a procedure is not practicable as the expense involved is 
not commensurate with the benefit derived. 

(b) In using the cumulative spread, allowances made to debtors 
on account of prepayments or cancellations are charged to 
unearned discount as the notes receivable are reduced. The 
amount of unearned charges to be spread, as well as the fraction of 
the spread, are thus reduced and a correct result is obtained. If, 
however, no allowance or an amount less than that actually 
unearned is made to the debtor, there will remain as unearned an 
amount which, technically, has been earned, but, for practical 
purposes, is ignored as the amount is small and will ultimately be 
absorbed. 

In spreading the income as suggested under tables 2 and 3, the 
following points should first be decided: 


Shall the entire service charge be spread? 

Shall so-called selling expense, i. e., expenses of obtaining the 
business, first be deducted? 

Shall the amount provided against losses be deducted from the 
service charges before spreading? 

Shall the amount of rebates allowed for prepayment be de- 
ducted from the service charge before spreading? 
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It appears to be the better practice to deduct selling expenses 
and provision for lesses before spreading the remainder of the 
service and discount charges. The following formula will illus- 
trate the method of calculating earned and unearned service 
charges for each period as shown in table 3. 


(a) Total discount charges for the month 








(from deferred income account) .................. $94,741.89 
Deduct: 
(b) Provision for loss during the month 
(from that account) .............. $3,000 .00 
(c) Selling expenses during the month 
(from those accounts)............. 15,000 .00 
(d) | ee CE Ree ee ; 18,000.00 
EOCENE LEN TE PAE Pete , $76,741.89 
(f) Add deferred income at ¢ beglening of the month (irom 
I ca a 2, haw Sex ecu aoe wR es , 204,540.00 
(g) ES cee ae a . $281,281.89 


(h) Ratio of month-dollars maturing in current month to 
total month-dollars (from the spread of notes as to 


i ' . 3409 
maturities) results in fraction —— 
12495 
(i) This fraction applied on amount in line (g) equals... .. 76,741.89 
(j) Add deductions as shown in line (d)........ 18,000.00 


(k) Together, being the monthly amount which is to be 
debited to deferred income account and credited to 
earned discount.......... a $94,741.89 


This calculation is proved by the following agreement with the 
ledger accounts: 


Deferred income being amount of 


ENG Ss a. 3a34s ewes ' mE $94,741.89 
| ee ; aac 204, 540.00 
‘Topether....... ; il srigina We $2 99 281. 


Deduct line (k)........... aaa ; Pole 94,741 ~ 
Balance, which must agree with that in the deferred income 
account SPRL PR aes eer ... $204,540.00 





Some companies, doubtless as a result of previous experience, 
have decided to retain in the deferred income account at all times 
a percentage of the notes receivable outstanding at the close of 
each month. It has beenfound from the examination of a number 
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of balance-sheets that the deferred income varies between four 
; and seven per cent. of all notes receivable outstanding, the average 
in a selected number of statements being approximately five per 
cent. On this basis, therefore, many finance companies make an 
adjustment of the deferred income account at the close of each 
month in order to show in that account a balance equal to, say, 
5 or 5% per cent. of the notes receivable outstanding at that time. 
This method of calculating the deferred income at the close of any 
period is, however, not considered sound, unless— 


(a) The service and discount charges are relatively the same on 
all notes purchased. 
(b) The notes purchased mature in a uniform number of 
monthly instalments. 
(c) The amount of notes purchased is the same every month. 


It is possible, however, that the application of the percentage 
method will meet the company’s requirements provided that the 
percentage is adjusted to the existing conditions at the date of the 
balance-sheet. 
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Accountancy in Australia 
By GEORGE LORMER 


In reviewing the development of accountancy in the common- 
wealth of Australia, regard must be had to several influences 
which have had an important bearing on the profession, viz.: 


(1) The conduct of professional accountancy in England. 

(2) The companies acts of the six Australian states, which have 
been based to a large extent on the British companies act. 

(3) The income-tax legislation, both state and federal. 


In all the states of Australia, societies or institutes of account- 
ants were formed many years ago, for purposes such as the 
elevation of the profession of accountancy, the dissemination of 
professional knowledge, the inculcation of sound practice, the in- 
crease of the confidence of the community in the employment of 
accountants and auditors, and generally the promotion of the 
interests of the profession. 

The years in which the early state institutes were formed were 
as follows: 

Name of institute Year 
The Adelaide Society of Accountants (later changed to the Institute of 
Accountants in South Australia)... 0... 0... cc ccc ccc ccs 1885 


The Incorporated Institute of Accountants of Victoria (later eented 
to other states and changed to Commonwealth Institute of Account- 


RENE re Sey ee ane ee eee Sar ee ec 
The Queensland Institute of Accountants...... . 1891 
The Institute of Incorporated Accountants of New South Wales..... 1908 
The Tasmanian Institute of Accountants.............. ce «SO 
The Institute of Accountants and Auditors of Western Austualia. oes 6 


Other smaller institutes have been formed in some of the states 
from time to time and in 1894 the Federal Institute of Account- 
ants was formed and now has branches in all states. 

The Incorporated Institute of Accountants of Victoria es- 
tablished branches in other states and later the name was changed 
to the Commonwealth Institute of Accountants, as indicated 
above. This institute has also absorbed the Institute of Ac- 
countants and Auditors of Western Australia and the Queensland 
Institute of Accountants and a small institute in South Australia. 
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AUSTRALASIAN CORPORATION OF PUBLIC ACCOUNTANTS 


The membership of the institutes previously mentioned has 
always included a number whowere not actually carrying on public 
accountancy work, and the desire on the part of practising ac- 
countants to have an institute comprised entirely of those actively 
engaged in professional accountancy led to the formation, in the 
year 1907, of the Australasian Corporation of Public Accountants. 
Only those who are doing public accountancy work are allowed to 
sit for the examinations of this corporation and full membership is 
granted only to those carrying on practice as principals, either on 
their own account or in partnership. This fact, together with a 
high standard of examinations, has had the effect of limiting the 
number of members compared with the commonwealth and fed- 
eral institutes. 

The Australasian Corporation of Public Accountants has now 
practically absorbed the Institute of Accountants in South 
Australia, as it is agreed that no further members will be admitted 
to the latter after October 31, 1926, so that it will gradually 
become inactive. 


ADMISSION TO INSTITUTES 


In order to obtain admission as an associate of the more 
important institutes, it is necessary to have had several years’ 
experience in public accountancy work and to pass the examina- 
tions, the actual terms being set out precisely in the regulations 
of the respective institutes. It is usually provided that the 
degree of fellow is granted to associates who have been in practice 
as principals for a certain number of years. 

There were, in several instances, reciprocal arrangements be- 
tween institutes for the uniform setting and marking of examina- 
tion papers. These arrangements have, in some cases, been 
superseded by the amalgamations referred to above. 

The numerical strength of the three largest institutes is as 
follows: 


Commonwealth Institute of Accountants. (At December 31, 1925) 


PETE EOL E TR Pee rer ee hee ry ee Ae 309 
DINE. 5 5 oon co xine dd Os opened Peat eee 1,113 
Licentiates (experience in public accountancy work not required).... 1,526 
Honorary members, life members and corresponding members...... 12 

2,960 


The Commonwealth Institute has a number of women members. 
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Australasian Corporation of Public Accountants. (At June 30, 1925) 


Rana pect apelin agers aa eee ire ite teers tk ; s. we 
EE CORT ee CPT T eA n a SPREE ee AR ee eR nT Ce Oe Oe 117 

Associates not in practice (clerks to public accountants who have 
ETE EE ALTO a ee ee 95 

Separate list (those who have accepted salaried appointments outside 
ere arsiis ap ce Gin 60-4 cenus ke tebe cgese kee ; 50 
Honorary and retired members........................ nes pees 20 
608 

Federal Institute of Accountants. (At December 31, 1925) 

Ris 0: Sik gra nati etcaiass ark kee an ks acetal di oe ae 
EES PR Oe ena a ae RL es ES Smee Loc re 
Honorary members.............. Sica giae cele oe a eee eal owed 2 
2,006 


There are some accountants who hold membership in more 
than one institute, but such cases are probably not very numerous. 

The various committees of the institutes are active in the in- 
terests of the profession. The parliamentary and law committees 
give consideration to any proposed legal enactments or amend- 
ments which may affect the profession, and if necessary make 
representations to the government. On some occasions the in- 
stitutes have been requested by the government to make sug- 
gestions relative to proposed legislation. 

Several of the institutes have active student societies which 
hold meetings and lectures and provide other facilities for assist- 
ing students. Most of the institutes have good libraries to which 
the students have access. 


AUDITING 


Accountants in Australia are engaged largely in conducting 
progressive audits, in accordance with the English practice. A 
few of the very large companies have their own internal auditors 
and employ public accountants only for annual balance-sheet 
audits, but most companies and firms find it is more satisfactory 
to engage outside public accountants to conduct progressive audit 
of their cash transactions and their accounts in general. Even 
where the size of a business might justify the employment of an 
internal auditor, it is usually found that expert accountants can 
effect a more efficient audit and the cost thereof is more than 
justified by the protection against fraud and the advice and as- 
sistance which experienced public accountants can render, not 
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only as to accounts, but also as to organization, finance and 
income taxation. It sometimes happens that the auditor of acom- 
pany resigns his position in order to accept a seat on a board of 
directors, as in most cases the articles of association prohibit a 
director from acting as auditor, and as shown below, a director or 
his partner is prohibited by the Victorian companies act from 
being appointed auditor. 

The majority of the companies registered under the companies 
acts are required by their regulations (termed articles of associa- 
tion) to employ auditors who are elected annually by the share- 
holders at the annual meeting. The companies acts of the 
various states, following the example of the English companies 
act, prescribe a schedule of regulations for the management of 
companies, known as table A. This schedule of regulations need 
not be adopted, but unless a company adopts other regulations 
and specifically substitutes them for part or all of table A, the 
latter applies. It is usual now for companies when formed to 
have regulations specially drawn up, but these very often contain 
provisions relating to accounts and audit similar to those of table 
A, as the absence of such regulations would be prejudicial when 
obtaining capital for an enterprise. 

The sections of table A of the companies act of the state of New 
South Wales relating to accounts and audit are as follows (those 
of the other states are almost identical) : 


Accounts: 
78. The directors shall cause true accounts to be kept— 
Of the stock in trade of the company; 
Of the sums of money received and expenses by the company, and the 
matter in respect of which such receipt and expenditure takes place; 


and 
Of credits and liabilities of the company. 

The books of account shall be kept at the registered office of the com- 
pany, and, subject to any reasonable restrictions as to the time and manner 
of inspecting the same that may be imposed by the company in general 
meeting, shall be open to the inspection of the members during the hours 
of business. 

79. Once at the least in every year, the directors shall lay before the 
company in general meeting a statement of the income and expenditure 
for the past year, made up to a date not more than three months before 
such meeting. 

80. The statement so made shall show arranged under the most con- 
venient heads the amount of gross income, distinguishing the several 
sources from which it has been derived, and the amount of the gross 
expenditure, distinguishing the expense of the establishment, salaries, 
and other like matters. Every item of expenditure fairly chargeable 
against the year’s income shall be brought into account, so that a just 
balance of profit and loss may be laid before the meeting; and in cases 
where any item of expenditure which may in fairness be distributed over 
several years has been incurred in any one year, the whole amount of such 
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item shall be stated, with the addition of the reasons why only a portion of 
such expenditure is charged against the income of the year. 

81. A balance-sheet shall be made out in every year and laid before the 
company in general meeting, and such balance-sheet shall contain a sum- 
mary of the property and liabilities of the company, arranged under the 
heads appearing in the form annexed to this table, or as near thereto as 
circumstances admit. 

82. A printed copy of such balance-sheet shall, seven days previously to 
such meeting, be served on every member in the manner in which notices L 
are hereinafter directed to be served. 


Audit: 


83. Once at the least in every year the accounts of the company shall i 
be examined and the correctness of the balance-sheet ascertained by one 
or more auditors. 


84. The first auditors shall be appointed by the directors; subsequent 


auditors shall be appointed by the company in general meeting. ! 
85. If one auditor only is appointed, all the provisions herein contained 
relating to auditors shall apply to him. ; 


86. The auditors may be members of the company, but no person is 
eligible as an auditor who is interested otherwise than as a member in any 
transaction of the company, and no director or other officer of the company 
is eligible during his continuance in office. 

87. The election of auditors shall be made by the company at their 
ordinary meeting in each year. 

88. The remuneration of the first auditors shall be fixed by the directors; 
that of subsequent auditors shall be fixed by the company in general : 
meeting. 

89. Any auditor shall be re-eligible on his quitting office. 

90. If any casual vacancy occurs in the office of any auditor appointed 
by the company, the directors shall forthwith call an extraordinary general 
meeting for the purpose of filling the vacancy. 

91. If no election of auditors is made in manner aforesaid, the registrar 
may, on the application of not less than five members of the company, 
appoint an auditor for the current year, and fix the remuneration to be 
paid to him by the company for his services. 

92. Every auditor shall be supplied with a copy of the balance-sheet, ' 
and it shall be his duty to examine it with the accounts and vouchers 
relating thereto. 

93. Every auditor shall have a list delivered to him of all books kept by 
the company, and shall, at all reasonable times, have access to the books : 
and accounts of the company. He may, at the expense of the company, 
employ accountants or other persons to assist him in investigating such 
accounts, and he may, in relation to such accounts, examine the directors 
or any other officer of the company. 

94. The auditors shall make a report to the members upon the balance- 
sheet and accounts, and in every such report they shall state whether, in 
their opinion, the balance-sheet is a full and fair balance-sheet containing the 
particulars required by these regulations, and properly drawn up so as to 
exhibit a true and correct view of the state of the company’s affairs, and 
in case they have called for explanations or information from the directors, 
whether such explanations or information have been given by the direc- 
tors, and whether they have been satisfactory, and such report shall be 
read together with the report of the directors at the ordinary meeting. 


In the state of Victoria the companies act goes further and all 
limited companies, with the exception of proprietary companies, 
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(which are in effect private companies) are governed by the fol- 
; lowing sections of the act in relation to accounts and audit: 


Books, balance-sheets, statements and accounts: 

115 (1) This section shall not apply to the life assurance business of any 
company which is subject to part III of this act or to any proprietary 
company. 

(2) Every company and the directors and managers thereof— 


(a) Shall cause to be kept proper books of account in which shall be 
kept full true and complete accounts of the affairs and transac- 
tions of the company; and 

(b) shall once at least in each year and at intervals of not more than 

| fifteen months cause the accounts of the company to be balanced 
and a balance-sheet to be prepared, which balance-sheet after 
being duly audited shall be laid before the members of the com- 
pany in general meeting; and 


! (c) shall cause a copy of such balance-sheet so audited to be sent to 

the registered address of every member of the company at least 
; seven days before the meeting at which it is to be laid before the 
members of the company and a copy to be deposited at the 
registered office of the company for the inspection of the members 
and creditors of the company during a period of at least seven 
days before that meeting; and 


shall forthwith cause to be filed with the registrar-general a copy 
of such balance-sheet and of any auditor’s report attached thereto, 
or therein referred to; and 


(e) shall cause to be forthwith posted up and until the posting up of 
the next following balance-sheet kept posted up a printed copy of 
the same in a conspicuous place in the registered office of the 
company and in every branch office where the business of the 
company is carried on, and every creditor of or shareholder in 
the company or any person acting in his behalf shall be entitled 
to a copy thereof on payment of sixpence. 


(d 


— 
~~ 


(3) The balance-sheet shall be audited by the company’s auditors as 
hereinafter provided and shall contain a summary of the share capital of 
the company, its liabilities and its assets, giving such particulars as will 
disclose the general nature of those liabilities and assets, and the balance- 

} sheet shall include a statement of profit and loss. 

The balance-sheet may in the case of a banking company and shall in 
the case of any other company be in one of the forms in the third schedule 
or to the like effect and comply with the directions (if any) at the foot of 
the form. 

(4) No balance-sheet summary, advertisment statement of assets and 
liabilities or other document whatsoever published, issued or circulated by 
or on behalf of a company shall contain any direct or indirect representa- 
tion that the company has any reserve fund unless: 


(a) such reserve fund is actually existing; and 


(b) the said representation is accomplished by a statement showin 
whether or not such reserve fund is used in the business, and i 
any portion thereof is otherwise invested showing the manner in 
which and the securities upon which the same is invested. 


(5) Any director or manager, who alone or in conjunction with any other 
person wilfully signs, publishes, issues or circulates or causes to be signed, 
published, issued or circulated any balance-sheet summary, advertisment 
statement of assets and liabilities or other document in contravention of 
sub-section (4) of this section, shall be guilty of a misdemeanor and in 
addition to any civil responsibility shall on conviction be liable to imprison- 
ment with or without hard labor for a term of not more than two years; 
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and any director or manager who through culpable negligence alone or in 
conjunction with any other person signs, vallidhen, issues or cirulates or 
causes to be signed, published, issued or circulated any balance-sheet sum- 
mary, advertisment statement of assets and liabilities or other document 
in contravention of the sub-section, shall in addition to any civil responsi- 
bility be liable to a penalty of not more than two hundred and fifty pounds. 

(6) The manager of every company shall by a statutory declaration 
verify to the best of his knowledge and belief the correctness of every 
balance-sheet. 


120 (1) Every company shall at each annual general meeting appoint an 
auditor or auditors to hold office until the next annual general meeting. 

(2) If an appointment of auditors is not made at an annual general 
meeting, the governor in council may on the application of any member 
of the company appoint an auditor of the company for the current year 
and fix the remuneration to be paid to him by the company for his services. 

(3) A director or a partner of a director oz an officer or employee of the 
company shall not be capable of being appointed auditor of the company. 

(4) No person shall be competent to be appointed or act as auditor who 
is or becomes indebted to the company. If any person after being ap- 
pointed an auditor becomes indebted to the company his office shall 
thereupon become vacant. 

(5) A person other than a retiring auditor shall not be capable of being 
appointed auditor at an annual general meeting unless notice of an inten- 
tion to nominate that person to the office of auditor has been given by a 
shareholder to the company not less than fourteen days before the annual 
general meeting, and the company shall send a copy of any such notice to 
the retiring auditor and shall give notice thereof to the shareholders either 
by advertisment or in any other mode allowed by the articles not less than 
seven days before the annual general meeting. 

Provided that if after notice of the intention to nominate an auditor has 
been so given an annual general meeting is called for a date fourteen days or 
less after the notice has been given, the notice though not given within 
the time required by this provision shall be deemed to have been properly 
given for the purposes thereof, and the notice to be sent or given by the 
company may instead of being sent or given within the time required by 
this provision be sent or given at the same time as the notice of the annual 
general meeting. 

(6) The first auditors of the company may be appointed by the directors 
before the statutory meeting and if so appointed shall hold office until the 
first annual general meeting unless previously removed by a resolution of 
the shareholders in general meeting in which case the shareholders at that 
meeting may appoint auditors. 

(7) The directors may fill any casual vacancy in the office of auditor but 
while any such vacancy continues the surviving or continuing auditor or 
auditors (if any) may act. 

(8) The remuneration of the auditors of a company shall be fixed by the 
company in general meeting except that the remuneration of any auditors 
appointed before the statutory meeting or to fill any casual vacancy may 
be fixed by the directors. 

121. (1) Every auditor of a company shall have a right of access at all 
times to the books and accounts and vouchers of the company and shall be 
entitled to require from the directors and officers of the company such 
information and explanation as may be necessary for the performance of 
the duties of the auditors. 

(2) Every auditor of a company shall use reasonable diligence with the 
view of ascertaining that the books of the company have been properly 
kept and record correctly the affairs and transactions of the company. 
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(3) The auditors shall make a report to the shareholders on the accounts 
examined by them and on every balance-sheet laid before the company in 
general meeting during their tenure of office, and the report shall state:— 


(a) whether or not they have obtained all the information and ex- 
planations they have required; and 


(b) whether in their opinion the balance-sheet referred to in the report 
is properly drawn up and exhibits a true and correct view of the 
state of the company’s affairs according to the best of their in- 
formation and the explanations given to them and as shown by the 
books of the company. 


(4) The balance-sheet shall be accompanied by a certificate signed on 
behalf of the board by two of the directors of the company or if there is only 
one director resident in Victoria by that director stating that in their or his 
opinion the balance-sheet is drawn up so as to exhibit a true and correct 
view of the state of the company’s affairs and the auditors’ report shall be 
attached to the balance-sheet or there shall be inserted at the foot of the 
balance-sheet a reference to the report and the report shall, if any member 

resent so desires, be read before the company in general meeting and shall 
open to inspection by any shareholder. 

(S) Any shareholder shall be entitled to be furnished with a copy of the 
— report at a charge not exceeding sixpence for every hundred 
words. 

(6) If any copy of a balance-sheet which has not been certified and 
signed as required by this section is issued, circulated or published, or if any 
copy of a balance-sheet is issued, circulated or published without either 
having a copy of the auditors’ report attached thereto or containing such 
reference to that report as required by this section, the company and every 
director, manager, secretary or other officer of the company who is know- 
ingly a party to the default shall be liable to a penalty of not more than 
fifty pounds. 

(7) The auditors of every company before making a report pursuant to 
this section shall require, and the directors and manager of the company 
shall without unnecessary delay supply to the auditors, a balance-sheet (in 
this part referred to as the private balance-sheet) giving the details on 
which the shareholders’ balance-sheet is founded and showing amongst 
other things the amount of deduction (if any) for debts considered to be 
bad or doubtful. 

(8) The private balance-sheet must be signed by the manager and by 
each of the directors of the company when there are less than three di- 
rectors and by two at least when there are more than two directors or if 
there is only one director resident in Victoria by that director. 

(9) The auditors may require the directors and manager of the company 
to supply in writing signed as hereinbefore provided any further details or 
information affecting the balance-sheet or any particular item comprised 
therein, and shall sign a certificate at the foot dite private balance-sheet 
stating whether or not all their requisitions as auditors have been complied 
with. 

(10) The private balance-sheet shall not be issued to the members of the 
company, but shall together with all such further details and information as 
aforesaid be kept by the directors as part of the records of the company. 

(11) A duplicate of such private balance-sheet and of all such further 
details and information, which duplicates shall also be signed and certified 
as in this section provided, shall within seven days from the first general 
meeting of the company after the private balance-sheet is supplied as 
aforesaid be by the auditors or one of them deposited with the registrar- 
general in a sealed envelope. 

(12) On the outside of such sealed envelope there shall be legibly written 
by the auditors the name of the company and a certificate signed by the 
auditors stating the contents of the envelope and that the requirements of 
this section have been complied with in respect of such contents. 
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(13) Such sealed envelope shall not be opened except by order of the 
court on the application of the attorney-general or any liquidator of the 
company, and then only under such conditions as may be ordered by 
the court. If any person wilfully contravenes the provisions of this sub- 
section he shall be guilty of an offence and shall be liable to a penalty of not 
more than one hundred pounds or to imprisonment with or without hard 
labor for a term of not more than six months. 

122. Holders of preference shares and debentures of a company shall 
have the same right to receive and inspect the balance-sheets of the com- 
pany and the reports of the auditors and other reports as is possessed by 
the holders of ordinary shares in the company. i 

123. (1) The governor in council may appoint a board of three persons 
one at least of whom shall be a public accountant who has been practising 
as such for the five years immediately preceding his appointment. Such 
board shall be called the companies auditors’ board and hereinafter in this 
section is referred to as ‘the board.”” The persons at the commencement 
of this act holding office as members of the companies auditors’ board shall 
without further or other authority than this act be members of the board 
as if they had been appointed by the governor in council hereunder. 

(2) After the commencement of this act no person shall be appointed or 
act as an auditor for any company unless he holds from the companies 
auditors’ board appointed under the companies act 1896 or from the com- 
panies auditors’ board constituted under the companies act 1910 or from 
the board a license authorizing such person to act as an auditor for 
companies. 

(3) After the commencement of this act no person shall be qualified to 
receive a license to act as auditor under this part unless upon examination 
he satisfies the board that he has a thorough knowledge of accounts and 
auditing and also of the provisions of this part and such other subjects as 
may be prescribed and unless the board is satisfied with his general conduct 
and character. 

(4) For every such license and examination there shall be paid such fees 
as may be prescribed. 

(5) The board after giving notice to the holder of a license whether 
issued before or after the commencement of this act and giving him an op- 
portunity of being heard shall at any time have power to inquire into 
the conduct and character as well as the abilities of such holder and to 
cancel such license. 

(6) Any person aggrieved by any decision of the board as to his conduct 
and character may within three months from the date of his receiving notice 
thereof apply to a judge of a county court to reverse such decision and 
thereupon the said judge may if he think fit reverse the same, and if the 
said person aggrieved be otherwise qualified may direct the board to issue 
or re-issue to such person a license or to refrain from cancelling his license 
as the case may require. 

(7) Any two members of the board shall have and may exercise all or 
any of the powers or authorities of the board. 

(8) The governor in council may at any time remove any member of the 
board. 

(9) This section and the six last preceding sections shall not apply to the 
life assurance business of any company which is subject to part III of this 
act. 


EE oO 


~~ 


In the state of Tasmania the legal requirements with regard to 
auditing are similar to those quoted above for Victoria. It is re- 
quired that the accounts of every company be audited annually 
by an auditor holding a license for that purpose. Licenses are 
issued only to persons who have passed the prescribed examina- 
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tion or are members of a recognized institute of accountants or are 
otherwise qualified. 

There is also a law to this effect in the dominion of New Zealand. 

As a result of the application of companies acts and the nature 
of the regulations usually adopted by companies, together with 
the custom of employing public accountants for detailed audits, 
there is a large body of accountants in Australia engaged in 
auditing work. 


INCOME TAX 


For many years the state governments have levied income 
taxes and in 1915 the federal government passed its first income- 
tax act. The requirements of the various acts and the court de- 
cisions relating thereto make it necessary for business men to 
obtain the assistance of those who are well versed not only in 
income-tax procedure but also in the accountancy requirements 
involved, and public accountants are usually called upon for such 
services. This has resulted in a greater appreciation of the work 
of the public accountant. A few former employees of the income- 
tax departments are practising as taxation experts. 

The income-tax act of the state of Queensland provides that no 
person shall charge or receive any fee for the preparation of in- 
come-tax returns unless he is registered as a tax agent by the 
income-tax commissioner. Candidates for registration must 
satisfy a board, consisting of the auditor-general, the under- 
secretary to the treasury and a public accountant appointed 
by the governor, as to their qualification and fitness to be 
registered. 


FLOTATIONS 


Public accountants are called upon frequently to make in- 
vestigations relative to flotation of public companies. Most of 
the companies acts have strict provisions with regard to prospec- 
tuses or notices inviting subscriptions for shares in any joint-stock 
company. It is necessary to give therein particulars of property 
acquired and consideration therefor and of any contract entered 
into on behalf of the company and other material facts including 
particulars as to commissions payable for the issue of shares. It 
is usual to include, in addition of these statutory requirements, 
full particulars of the proposed company, together with an ac- 
countant’s certificate as to the profits of the business. 
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LIQUIDATIONS, Etc. 


In many cases public accountants are appointed liquidators of 
companies and receivers on behalf of debenture holders. 

Other branches of work which are undertaken largely by those 
who are qualified as accountants include appointments as trustees 
in insolvency and assignees in arrangements between debtors and 
their creditors, but such work is usually taken up as a special line 
and not in conjunction with a general auditing practice. 


SECRETARYSHIPS 


Sometimes a public accountant is appointed to act as secretary 
to a company. The reason for this is that public accountants 
usually have a thorough knowledge of the companies acts, the 
provisions of which are of great importance in such matters as 
the following: 

Issuing and transferring of shares and writing up of register of 

shareholders. 

Making of calls on shares. 

Making reports to registrar-general when shares are allotted 
and annual reports as to total share capital issued, mortgages 
and debentures outstanding, etc. (Such reports are filed by 
the registrar-general and are open to inspection upon payment 
of a fee.) 

Holding of shareholders’ meetings, notification thereof and 
method of passing resolutions for certain purposes, etc. 

Proceedings of directors’ meetings. 

Payment of dividends. 


POWERS OF ATTORNEY 


Firms and companies in England or America having branches 
in Australia sometimes execute a power of attorney in favor of a 
firm of public accountants in Australia, thus enabling them to 
attend to financial and other matters which it might not be desir- 
able to place in the hands of branch managers. This is also of 
advantage should a change take place in the branch managership 
or in case of sudden emergency. 

It is frequently arranged in a small branch having its head office 
in another state or overseas, that all cheques, in addition to being 
signed by the branch manager, must be signed by the public ac- 
countant who acts as auditor. 
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MUNICIPAL AUDITING 


The local government act of the state of Victoria prescribes that 
the accounts of municipalities and local governing bodies are to be 
audited annually by auditors who must hold a certificate from the 
municipal auditors’ board, such certificates being granted only 
after examination. There is a similar requirement in the state of 
Queensland, but a member of a recognized institute of accountants 
there is granted a certificate without examination. In the other 
states the qualifications for local government auditors are not laid 
down in such an exclusive manner, but in the case of the more 
important municipal audits, qualified public accountants are 
usually appointed. 


Aupit oF Trust ACCOUNTS 


The regulations under the trust accounts act of the state of 
Queensland require that within three months after the end of each 
year every person who was a trustee during the whole or any part 
of that year shall cause his trust accounts to be audited by a 
certified accountant, who shall forthwith send a report on such 
audit to the attorney-general. A certified accountant in these 
regulations means a member of one of the recognized institutes or 
a person holding a certificate from the local government auditors’ 
board. 

A bill with similar provisions is now before the parliament of the 
state of South Australia and it is expected that it will shortly be 
enacted into law. A demand is also being made for legislation in 
the states of Victoria and New South Wales to deal with the audit 
of trustees’ accounts. 

There are various other state acts and regulations which 
embody requirements with regard to accounts and audit, such as 
those relating to friendly societies, building societies, etc., but 
these do not usually prescribe any special qualifications on the 
part of the auditor. 


REGISTRATION OF ACCOUNTANTS 


A movement has been started on several occasions to secure an 
act of parliament providing for the registration of accountants, so 
that no unregistered person could practise as a public accountant, 
somewhat as is the case with the medical, dental and legal profes- 
sions, but this has not been accomplished in Australia, although it 
is in force in the dominion of New Zealand. In that country it 
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was necessary to make the qualifications such that, upon the pass- 
ing of the registration act, all those engaged in accountancy work 
could be granted the degree of registered public accountant, with 
the result that a very large percentage were not qualified by exam- 
ination, but as the requirements for admission after the expiration 
of a certain period necessitated the passing of an examination, the 
percentage of those admitted without examination is decreasing 
year by year. The registration of public accountants will proba- 
bly be brought about eventually so as to give uniformity, which at 
present is lacking, owing to the number of different institutes, and 
also because there is no restriction to prevent any person from 
carrying on as a public accountant even though he has no qualifi- 
cation whatever. 


UNIVERSITY TRAINING IN COMMERCE AND ECONOMICS 


The universities of Melbourne, Sydney, Perth and Hobart 
during the last few years have established courses in commerce 
and economics, which extend over three or four years, leading to 
a degree of bachelor or master of economics. These courses em- 
brace such subjects as economics, accountancy, business principles 
and practice, commercial and industrial law, economic geography, 
economic history, public administration and history of economic 
thought. A number of those who intend to follow public ac- 
countancy work, are taking the university course in economics, 
but on account of the large number of subjects covered the ac- 
countancy section of the course does not go beyond the standard 
of the intermediate examinations of the institutes. This necessi- 
tates further study on the part of those who wish to take up pro- 


fessional accountancy. 
Cost ACCOUNTING 

Many of the large manufacturing concerns in Australia have 
cost systems, but in a country with a population of 6,000,000 there 
is naturally not the same scope for developing cost accountancy 
methods as in America. However, the number of large manu- 
facturing plants is constantly increasing and cost systems are 
being installed both by public accountants and by those employed 
in the plants. In the past factory managers generally did not 
demand costs and statistics to the same extent as in America, but 
greater interest is now developing and the number of both public 
and private accountants qualified is increasing. In some cases 
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this object has been furthered by visits paid to America and Eng- 
land by accountants and others to inquire into the latest methods 
in those countries. 

There is an institute of cost accountants in Australia which, up 
to the present, has not been very influential, but steps are now 
being taken to organize it on sound and progressive lines. 
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EDITORIAL 


Arrangements for the annual meeting of 

Del Monte the American Institute of Accountants 

are progressing rapidly. The members 

and guests from the eastern part of the country are expected to 
travel together to the Pacific coast and it is probable that the 
number will be sufficient to justify the charter of a special train. 
One of the most delightful features of the trip will be a visit to 
Winnipeg to attend the meeting of the Dominion Association of 
Chartered Accountants. The Canadian organization has shown 
a fine spirit of friendliness and coéperation in the selection of dates 
for the meeting so that it will be possible to avoid a clash with the 
meeting dates set by the bylaws of the American Institute. The 
American visitors will probably be present on the second day of 
the Canadian convention and will then return to the United 
States and proceed westward by way of Yellowstone Park, 
Seattle, Portland and San Francisco. Most of the members who 
have expressed their intention to join the party on the trans- 
continental expedition prefer to visit the Yellowstone and that 
route has been tentatively selected. On the homeward way, 
after the Institute meeting, the party will go to Los Angeles and 
the Grand Canyon of Arizona. Members who have not yet been 
in the great west will thus have an opportunity to see the tremen- 
dous scenery of the northwest and the southwest, and between 
they will travel along the ever beautiful Pacific coast. Of the 
charm of Del Monte it is probably unnecessary to speak. The 
committee on arrangements, however, may be trusted to refer to 
it with effective emphasis. The meeting will mark the conclusion 
of forty years of organized accountancy in America. There will 
be good papers—one by Henry Rand Hatfield and one by Robert 
H. Montgomery. Other speakers whose names have not yet 
been announced will be heard. There will be golf in quantity— 
the quality probably diverse. All things considered it is difficult 
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to understand how anyone can resist the temptation to be of the 
party. 


The newspapers of one of the large 
southern cities draw attention to an 
extraordinary condition which has been 
created by a recent enactment of a state legislature. The bill 
which has become law may have been the result of conditions of 
which no one outside that particular state could be expected to 
have knowledge, but, whatever the cause or motive of the bill may 
have been, the effect is noteworthy. The bill to which we refer 
requires that the city shall provide for the awarding, making and 
publication of an annual audit of the liabilities and assets of the 
city, prescribe the nature and contents of the audit and provide 
for the payment of the advertisement, making and publication of 
the audit and fixes penalties for violation of the act. The city is 
required to advertise for bids from certified public accountants 
and to award the contract to the lowest bidder. It requires that 
the successful bidder shall be given full access to all books and 
shall otherwise be assisted in every other way. It is mandatory 
that the advertisement shall appear within ten days after the 
passage of the act. Now, it happens that the city in question has 
for some time been in the habit of having an audit and of publish- 
ing a summary of the results for the information of the public. 
That such an audit has been made does not seem to have occurred 
to the legislators, and the consequence is that the city may be re- 
quired to pay for two audits. The amount fixed by the bill to be 
expended for the second audit is $5,000. It may be assumed that 
the first audit will have cost approximately the same amount, 
although of this we have no knowledge. The chief interest in 
this specific legislation is not the duplication of expenditure nor 
the failure of the legislature to take cognizance of the prior ap- 
pointment of auditors. These are matters which are of local 
significance and do not concern us. The great point to which 
accountants as a whole will take exception is the provision that 
the lowest bid shall be accepted. The whole principle of bidding 
for audit work of any kind iswrong. Every reputable accountant 
deplores its prevalence. But until legislators, business men and 
others have become thoroughly imbued with a sense of the pro- 
fessional nature of accountancy and the practical impossibility of 
setting a fixed price for work which may be simple or complex the 
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practice of bidding for accounting will continue. It is almost 
too much to expect that every accountant will refrain from 
offering his services at a price when he is requested to do so. Of 
course, the whole matter could be set right if every accountant 
would decline to participate in such competition. Many of the 
leading accountants and many of those who are less well known 
do religiously refrain from bidding, but others have not yet 
reached a point at which they can be relied upon to repudiate sug- 
gestion that they tender their services at a price to be named. 


It is something of a novelty, however, to 
find a legal requirement that the lowest 
bid shall be accepted irrespective of the 
circumstances. The law says to the city authorities that they 
are not competent to form an opinion as to the ability and 
reputation of the several bidders. It compels them to employ 
whoever may most earnestly desire to be employed if that earnest- 
ness be expressed in a low price. It places what should be pro- 
fessional work upon an absolutely commercial basis. It places 
an equal value upon the services of all accountants. No busi- 
ness house in seeking competitive bids for any kind of work 
would bind itself to accept the lowest. It is the experience of 
almost all business men that in a group of bids there are generally 
one or two low quotations which have to be thrown out 
of consideration because of their very cheapness. Such bids 
indicate that the work contemplated by the bidder would not be 
that for which the proposers ask. There is a protection in the 
provision that bids shall be received only from certified public 
accountants but it is absurd that the city should not be per- 
mitted to select the bid which may be expected to produce 
the most thorough and comprehensive report. 


Fallacy of the 
Lowest Bid 


A reader of THE JOURNAL OF ACCOUNT- 

A Shorter Catechism ancy has received from a correspondent 

a series of eight questions to which he 

seeks answers. The reader, instead of answering categorically, 
sends the questionnaire to us with the suggestion that it might 
afford entertainment to the public. The questions are dictated, 
it seems, by one of two reasons: the correspondent wants to have 
an explanation of things which are troubling him, or he is trying 
to involve our reader in a debate in which he feels competent to 
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succeed. The purpose of the questioner is not important, how- 
ever—he is asking something to which everyone is entitled, 
namely, a reason for the faith that is in one. There are so many 
people who quarrel with those who believe in ethics that it is not 
enough to sweep aside inquiries with a wave of the hand. The 
reasons should be forthcoming if they exist. If they cannot be 
educed we should not marvel at people who are skeptical about 
their existence. Times out of number we have urged the neces- 
sity for a code of ethics in every professional vocation and we 
can not be accused of failing to produce reasons in support of con- 
tentions. To a good many accountants it must appear that the 
constant reiteration of ethical ideals deserves to be described as 
repetitio crebra—a figure of rhetoric, by the way, which should 
not be employed except with discretion and restraint. But these 
eight questions are easily answered and so we crave permission 
to say a few words that have been said many times before. These 
are the questions: 


. Do you consider soliciting unethical? 

If so, why? 

Just what is your conception of soliciting? 

. If an accountant publishes the result of some special research work, 

or of his experience, can that be construed as solicitation? 

5. Do you know that the American Institute does not prohibit soliciting 
accounting engagements, excepting from the clients of fellow 
members? 

6. Do you believe that every professional man, upon discovery of a fact, 
a principle, or a belief, that will benefit mankind, should make his 
discovery known? 

7. Do you believe that others who learn these new truths should in turn 
make them public? 

8. Do you believe it is right and honest for men to seek employment, to 

-_ — or do you believe they should wait for work to come 

to them 


- wh 


The first question calls for one word— 

Answers in Brief Yes. The second asks why, and why is 
always fecund. Soliciting is a recog- 

nized method of bringing wares to the attention of those who 
might be persuaded to buy. It is not a part of any professional 
calling—save one, and that the oldest of all—to solicit the 
patronage or custom or support of the client. Accountancy is 
certainly a profession. Ergo, unless accountancy would have 
rank beside the one professional exception it must forego solicita- 
tion. The third point is a definition of soliciting. Well, soliciting 
is defined by every lexicographer, but that is not what the present 
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inquiry demands. Soliciting is going out to tell the world how 
fine and able and probably how cheap an article one has for sale 
and thus to bring buyers to the door. The fourth question is 
answerable in the negative, unless the publication of one’s dis- 
coveries or opinions is used as a lever to lift practice to one’s desk. 
Question five is simple in the extreme. Yes, we know that the 
rules as yet do not forbid all solicitation except by inference, but 
we believe that the time is not far off when a revised rule will be 
brought forward and the apparent omission be supplied. Ques- 
tions six and seven answer themselves—yes, and, again, yes. 
Number eight is not so briefly answerable, but probably all 
will agree that work may be sought if seeking does not involve 
any methods or means whereby the standing of a profession 
may be brought into disrepute. But that is not to say that 
the accountant should advertise or solicit. If every professional 
man will limit his public utterances and activities to the enun- 
ciation of new truths the most militant ethicist will rest un- 
troubled. So far as we can remember there has not been a new 
truth in accountancy since the present century came to birth. 
To think an old thing new is not to make it so. 


An accountant, who has made a great 
success of his life, expressed the opinion 
the other day that the man who had 
succeeded should have, first of all, an education in the liberal 
arts. Yet the one who laid so much emphasis on the need of 
broad culture has had practically no schooling of the ordinary 
kind. Another accountant who has not climbed to any dizzy 
pinnacle of achievement believes that the education of the young 
man entering the profession is quite a secondary matter. The 
latter accountant is a graduate of a great university. He says 
that the value of general knowledge is much overestimated— 
the chief thing is experience in the field and the practitioner or his 
employee who has had a few years’ experimental history is the 
future leader. A pamphlet recently issued by the bureau for 
placements of the American Institute of Accountants bears the 
title ‘‘Accountancy is a career for educated men.’ One feels 
inclined to say, ‘“‘Well, what of it? Has anyone denied it?”’ 
But really there are people, as we have seen, who do not consider 
education—we use the word in its colloquial sense solely—at all 
important. So perhaps the name of the pamphlet is not so 
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utterly unnecessary as it would appear to most of us. When the 
first accountant to whom we have referred laid stress upon the 
desirability of education he was speaking of foundations. The 
second man was dealing with superstructure and forgot that 
without foundation the building must be unsteady. Of course, 
there are scores of good accountants who have not been to college 
—many who have not even a high school certificate of graduation. 
But if the truth were known the success of uneducated men is 
very rare. Using the word education in its proper meaning, 
many men who have never attended school or college are educated 
to the highest degree. It is seldom that a man who has reached 
a prominent position in any field—excepting politics—has not 
obtained concurrently a wide acquaintance with facts and a 
fair knowledge of theories. The big man does not waste his time 
and if he reads he reads with a purpose. His progress brings him 
in contact with men who are at first his superiors in culture and 
gradually he becomes impregnated with a desire to advance and 
an ambition to equal the mental equipment of his fellows. Asa 
result he is educated—led out of ignorance into knowledge. All 
this is well known. It has been said in every language. Never 
was there a college essayist who failed to speak rather super- 
ciliously about this fact. But when an accountant or any other 
man would dispense with education because some have succeeded 
without a collegiate diploma—and too often the diploma’s the 
thing—it is time to point out that such arguments are unsound. 
Lack of classical and liberal knowledge never helped anyone to 
success in a decent vocation. 


The School of the There is another kind of uneducated 
iene educated person about whom little is 

said. School men do not extol him. 

He is, however, as a rule the most blessed of men so far as circum- 
stances can bless. His home is a place where culture grows 
naturally—it is not forced. From the cradle to the setting forth 
in the world at large he listens to the speech of a father and a 
mother who have something to say. He lives in the fine atmos- 
phere of books. He learns art, music, history. All the gossip of 
personality he hears is the biography of the great. His vocabu- 
lary develops day by day and he becomes an intimate of the 
tremendous company whose home is on the shelves of the library. 
Such a man has an education bestowed upon him by heredity. 


55 











The Journal of Accountancy 








He may make an absolute failure of life, but there will always 
remain to him a memory of culture which he cannot avoid or kill. 
It is worthy of note that from the homes where the noble things 
of wisdom and beauty are daily remembered comes an extraor- 
dinary percentage of the men who reach the top of business and 
profession. Yet not all these, by any means, have scholastic 
records which would be considered by ordinary investigators. 
Quite often the boys and girls went out early to seek the fortune 
which was not there to be inherited. Sometimes they had to go 
because there were old folk at home who had not been able to lay 
up anything against the idle hours of sunset. They had only a 
birthright of culture to carry out with them—but what an in- 
calculable fortune it was. These uneducated sons and daughters 
of the gentle thinkers—who can compute by statistics and 
tabulations the value of their mental hereditaments? So when 
we speak of the achievements of the unschooled it is well to bear 
in mind that there are schools without elaborate expensive 
*‘ plants ’’—we believe that is the correct jargon of the day—and 
if we would know what a man or woman has to help him or her 
on the way we must look deeper and further than parchment 
can reveal. This does not mean that the formal method of 
education is worthless. On the contrary, it is of immense value. 
The quarrel is with people who place too much reliance upon a 
published curriculum and too little on environment. There are 
scholars without school but to the manner born. From their 
ranks come many of the great marshals of the hosts of men whom 
the thoughtless and the superficial call self-made. Therefore, 
before we dispense with education as a prerequisite to success let 
us be sure that we know whereof we speak. We do sincerely 
believe that accounting, like any other profession, is a calling 
for educated men and that the educated are those who 
succeed. 
A new law providing for the regulation 
Florida’s New Law __ of accountancy in Florida goes into effect 
July ist. The full text of the law ap- 
peared in the Institute Bulletin on June 15th. It provides for the 
use of the abbreviation ‘“C. P. A.” or any similar words or letters 
only by persons holding a certificate, which is to be issued after 
examination, except in the case of accountants who have been 
practising for more than five years prior to June 1, 1927, as to 
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whom the state board may in its discretion waive the examina- 
tion. The law also provides for the designation ‘public ac- 
countant”’ which is to be permitted to persons who have main- 
tained offices or have been in responsible charge of accounting 
engagements prior to the passage of the act, provided that such 
persons shall be so officially designated prior to January 1, 1928. 
It is made a misdemeanor to practise as a certified public account- 
ant or as a public accountant without authority, and the definition 
of such practice is quite broad including: 


“One who * * * holds himself out to the public as practising account- 
ancy or who maintains an office for the transaction of business as an 
accountant or who prepares or offers to prepare for clients any reports of 
audits or any other financial statement.” 


A law somewhat similar to this was held unconstitutional by the 
courts of Oklahoma. No such law has yet been held constitu- 
tional. But if the law is interpreted in a reasonable way so that it 
is held to relate to the public practice of accountancy and not to 
prohibit private employment of one individual by another, it is 
believed that its constitutionality can be sustained. The effect 
of the new law upon the profession in Florida will be watched with 
great interest by accountants in other states. 


An unfortunate error occurred in THE 

Erratum JOURNAL OF ACCOUNTANCY for June 

which we wish to set right. In the 

correspondence between this magazine, Carl B. Robbins and 

F. W. Thornton a paragraph in Mr. Thornton's letter seemed to 

refer to something which did not appear in Mr. Robbins’ letter. 

The fact of the matter is that when Mr. Robbins’ letter was 

received it was sent to Mr. Thornton for reply. Subsequently 

Mr. Robbins expressed a wish to delete a portion of his comment 

and the deletion was erroneously reported to Mr. Thornton who 

then struck out the portion of his response which seemed to 

apply. The following was omitted from Mr. Thornton’s reply 
but should have been inserted: 


“In discussing the reference in the review to ‘stated capital’ Mr- 
Robbins says the ‘erroneousness of this statement may be corrected by 
quoting from the book the sentence to which reference is made’, and 
panne I to quote a sentence that would not support the criticism any 
more than it would negative it. He passes in silence over the words 
actually quoted in the review, which still seem to me to afford complete 
support to the criticism.” 


On the other hand the matter relative to the use of second-hand 
evidence was inserted but should have been omitted. We regret 


the error. 
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EpITED BY STEPHEN G. RuSK 


During the past eight years many corporations and partnerships changed 
their annual accounting period from their natural or fiscal year basis to that 
of the caleridar year. Their act was caused, in most instances, by a desire to 
make it easier to prepare federal-income and profits-tax returns. It is a fact 
that making a corporation or partnership-tax return for a calendar year pre- 
sented less difficulty at the times when new revenue enactments were passed 
than did the making of a return on the fiscal year basis. To facilitate this task, 
these concerns, irrespective of any other considerations, obtained permission 
from the commissioner to change their accounting period so that it would end 
December 31st. 

Looking backward, it would appear that in a great many instances this hasty 
decision was not wise, for many of them find the December 31st closing comes 
at a time when business is going at top speed, inventories are high, cash and 
accounts receivable are low, and liabilities are heavy. Everything is pending. 
The results of the business of the natural year are so intermingled with the 
possible results of the future business that the management is deprived of the 
great advantage of looking over the past year; taking cognizance of the weak- 
nesses shown; gauging the causes, and planning the future course. 

To each of us it would be a boon if at some time when one’s affairs had quieted 
down temporarily, one could retire to some quiet place and ‘“‘take stock”’ of 
one’s self, look back upon the immediate past to learn in what direction one is 
trending; count the results of one’s endeavors, and then, in the light of that 
information, look to the future. It is difficult to make these calculations at a 
time when one is absorbed by watching the instruments as one’s enterprise is 
plunging along at full speed. It is not easy to keep out thoughts of the proper 
steering of the machine when it is humming along in traffic. What is true of 
the individual is true of the corporation or partnership, and for them to adopt 
an accounting year not in conformity with the natural year of their particular 
business is not in the interests of advanced thought or business planning. 

Every revenue law enacted since 1916 has had provisions enabling those 
whose accounting period did not end with the calendar year to make their re- 
turns on a fiscal year basis. The government itself closes its books June 30th 
of each year. It does not operate its affairs upon a calendar year basis. The 
budget committee meets some time in June and carefully plans the future in 
the light of the past. 

American business men have the well deserved reputation of being alive, 
alert, ready to adopt new ideas, new means, whenever they find them merito- 
rious. They are not hampered by precedent or tradition. When, however, 
business changed its accounting period from the natural to a calendar year, 
because of the federal income-tax laws, it simply adopted the easiest way, not 
the right way, and the federal tax laws should not bear the responsibility. 

There was genuine merit in the good old custom of taking stock at an annual 
period when the business for seasonal reasons slowed up, and it is believed that 
this custom will be resumed in the future. 
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SUMMARY OF RECENT RULINGS 


A petition to the board of tax appeals for redetermination of a deficiency filed 
within the statutory period may not be denied because not accompanied by the 
$10 filing fee imposed by the board under section 904, act of 1926. (United 
States circuit court of appeals, third circuit, John H. Weaver v. Commissioner.) 

The transfer, pursuant to an irrevocable anti-nuptial agreement, of property 
to a trustee, to pay the income thereof to his intended wife for life or remarriage, 
with power of appointment by will in certain events, and the surrender by the 
wife of her inchoate rights of dower, was held to be a “ bona fide sale for a fair 
consideration or money’s worth,” within the meaning of section 402 (c) act of 
1918, the sum so held constituting no part of the gross estate of the husband 
upon his death. (United States circuit court of appeals, third circuit, Mc- 
Caughn, collector, v. Charles Carver, executor.) 

Income from a trust payable to minor beneficiaries, which under the pro- 
visions of the trust, was to be spent annually for their benefit in such amounts 
as the trustees should determine, and the balance to be invested and accumu- 
lated for their benefit annually, was held taxable to the beneficiaries, and not 
to the trust estate as anentity. (United States circuit court of appeals, eighth 
circuit, Willcutts, collector, v. John G. Ordway, et al.) 

The tax upon income accumulated under a trust provision of a will, which 
trust, by court order was later declared void and the fund and its accumulation 
found to be the property of the heirs, should be assessed upe= the individual 
shares of the beneficiaries and not upon the estate in gross, under acts of 1916, 
and 1917. (United States circuit court of Appeals, third circuit, McCaughn, 
collector, v. Girard Trust Company, trustee.) 

The statute of limitations may not be pleaded in a suit for refund of taxes, 
if the claim for refund, upon which the suit is based, did not submit the issue 
to the commissioner. (United States district court of Louisiana, New Orleans 
division, Dryfoos Dry Goods Company, v. D. A. Lines, collector.) 

Salary increases of more than 386% to three officers of a close corporation, 
for the years 1916, 1917 and 1918, were held properly reduced by the commis- 
sioner as not constituting an ordinary and necessary expense, under the 1916 
act, nor as within the meaning of ‘“‘reasonable salary” contemplated by the 
1918 act. (United States court of claims, Seimshermer Paper Company v. 
United States.) 

A liability, representing the difference between a public service rate charged 
anda siaelated exatonal rate paid, accrued in a lump sum for 1919, pending 
a decision in a test case to determine the validity of the increased public service 
rate, to which suit the taxpayer was not a party, was held a deductible expense 
under section 214 (a) of the 1918 act, toa taxpayer making returns of an accrual 
basis. ' (United States court of claims, Pittsburg Hotels Company v. United 
States. 

A court has not the authority to compute taxes under section 327 and 328, 
of the 1918 act, except, perhaps, when reviewing a computation thereunder by 
the commissioner, and a demurrer will be sustained to a petition under these 
sections for recovery of taxes assessed under section 301 of the act. (United 
States court of claims, Williamsport Wire Company v. United States.) 

Gains from illicit traffic in liquor were taxable under the 1921 act. 

Privilege against incrimination in fifth amendment is not a defense to an 
indictment charging failure to file return, and does not authorize a refusal to 
state the amount of income, though the taxpayer’s income was made in crime. 
(United States supreme court, United States of America v. Manley S. Sullivan.) 

The amount of contracts issued during 1917 to purchasers of loan notes, to 
pay bonuses upon such notes during their life, accrued and set upon the books 
of a corporation as a liability and charged to expense, is an expense “ incurred 
and properly attributable” to the income of such year, and . . . is deductible 
as an expense, although not “accrued” in such year in the sense of becoming 
then due and payable. (United States supreme court, American National 
Company, receiver, v. United States.) 

A return is an essential preliminary to the assessment of income tax under 
section 3176 of the revised statutes as amended by the acts of 1916 and 1918, 
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authorizing the collector or his deputy, or, under the 1918 act, the commissioner 
to make a return where the taxpayer had made no return or a false return, and 
a telegram from an internal revenue agent in charge of recommending immedi- 
ate assessment of income tax, is not such return as is required, nor a substitute 
therefor. (United States district court, S. D. Georgia, United States v. William 
H. Haar, et al.) 

A taxpayer is not estopped in proceeding in equity from asserting the invalid- 
ity of a tax assessed in the absence of a return because he had obtained an abate- 
ment of the original assessment without disclosing hiscontention that the assess- 
ment was void. (United States district court, S. D. Georgia, United States v. 
William H. Haar, et al.) 

A member of a partnership was held to be taxable upon his distributive 
share of the partnership net income for 1919 as shown on the partnership books 
and in the partnership return, which was signed by the president of the partner- 
ship, even though in excess of the amount to which he was entitled under the 
partnership agreement. (United States court of claims, Jsidor Hellman v. 
United States.) 

Section 402 (c) act of 1918, in so far as it requires the inclusion in gross estate 
of the value of property transferred by a decedent prior to its passage, merely 
because intended to take effect in possession or enjoyment at or after his death 
is so arbitrary and capricious as to be confiscatory and to offend the fifth 
amendment. (United States supreme court, Nichols, collector, v. Coolidge & 
Loring, executors.) 
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AMERICAN INSTITUTE EXAMINATIONS 


(NotTE.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinions of the editors 
of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PracticeE—Part I 
May 19, 1927, 1 P. M. to 6 P. M. 
The candidate must answer questions 1 or 2, 3 or 4 and 5 or 6 
No. 1 (47 points): 


The Arlington Silk Mills incorporated a selling company in France, as of 
January 1, 1926, to take over the assets and liabilities of their Paris office at 
that date, which were as foliows: 





Assets 

Re re ee mn REY ee Fes. 134,000 
Accounts receivable........... cod can tueeeeet shoes 680,000 
Merchandise at invoice price, plus freight charges, etc........ 1,050,000 
Oe rr rere ee eee 40,000 

Fcs, 1,904,000 

Liabilities 

I CI si ic i Sv accme hinds het attaed take Fes. 23,800 
Arlington Silk Mills—current account...................... 1,780,200 
IIS 6.40.00. 0'c00050-05000000005640 bk desde 100,000 





Fes. 1,904,000 


The exchange rate at January 1, 1926, was 3.70 cents tothe franc. During 
the year, merchandise costing $160,000 was shipped by the Arlington Silk Mills 
and billed at 10% above cost, and remittances amounting to 5,000,000 francs 
were made by the French company, the details being as follows: 





Merchandise invoiced Remittances 

+, ee Por $30,000 @ .0373 c Fes. 500,000 @ .0356 

Sf eee 20,000 ** .0342 ee 1,000,000 ‘* .0287 

BIO cccccescces a eee fh = 800,000 “ .0254 

8/14.......... 4880 “ .0275  -_- 1,000, “(0284 

ree 36,000 “* .0286 . __ 700,000 “ .0360 
i 1,000,000 “ .0379 

$176,000 Fes. 5,000,000 
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The trial balance of the French company at December 31, 1926, forwarded 
to the American company, was as follows: 


IE Fen an ev ee eee Fcs. 7,730,000 .00 
Merchandise purchased. ... . ... Fes. 5,645,581.46 
Merchandise inventory............ 1,050,000 .00 
Freight charges....... ee 580,000 .00 
Warehouse charges....... ; 213,000.00 
ee eee 474,000 .00 
General expenses. ..... 306,000 . 00 
Selling expenses. . . . 117,000.00 
Accounts receivable . oe 1,610,000 .00 
J ere 284,000 .00 
Furniture and fixtures........ 50,000 .00 
Accounts payable..... 73,800.00 
Arlington Silk Mills. a 2,425,781. 46 
Capital stock..... ' 100,000 .00 


Fes. 10,329,581.46 Fes. 10,329,581.46 


The inventory at the end of the year amounted to 1,412,000 francs, which 
included freight charges, etc., of 140,000 francs, the exchange rate at that date 
being 3.90 cents to the franc. 

Prepare a balance-sheet and profit-and-loss account, in dollars, for consoli- 
dation with the accounts of the American company and submit the journal 
entries necessary for the purpose on the books of the company. 

Solution: 

Three different rates are used in converting the trial balance of the French 
company, expressed in francs, into dollars. An average rate, obtained by 
using the known rates prevailing during the year, is used for sales, expenses 
and additions to furniture and fixtures made during the year. Inventory, 
furniture and fixtures, capital stock and the balance due the Arlington Silk 
Mills at January 1, 1926, are converted at the rate of that date, and the rate 
at December 31, 1926, is applied to the current assets and the accounts pay- 
able at the end of the year. Merchandise purchased from and remittances to 
the Arlington Silk Mills are converted at the dollar balances of the accounts 
as they would appear on that company’s books. 


Computation of average rate of exchange 


Date Rate 
oo ae 0373 
Pee. 2O...... . ,0356 
Mar. 27... 0342 
may 6..... 0324 
June 12. oe . 0287 
July 10 . ,0254 
Aug. 14. 0275 
Aug. 28. . ,0284 
Oct. 16. 0286 
Nov. 27.. .0360 
Dec. 12. 0379 


. 3520+ 11 = .0320 the average rate 
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Conversion of remittances into dollars 








Francs Rate Dollars 

Pere Per Fes. 500,000 .0356 $17,800.00 

hk eee eee 1,000,000 .0287 28,700.00 
eee a 800,000 .0254 20,320.00 

a. Peery wee 1,000,000 .0284 28,400.00 
| Sa payee 700,000 .0360 25,200.00 

i Seer 1,000,000 .0379 37,900.00 

Fes. 5,000,000 $158,320.00 


Conversion of merchandise invoiced into francs 


Dollars Rate Francs 
i Gs wi aacacne . $30,000.00 .0373 Fes. 804,289.55 
BGO, B2...csececsesss ee .0342 584,795.32 
a rr . 50,000.00 .0324 1,543,209. 88 
Aug. 14. be . 40,000.00 .0275 1,454,545 .45 
i Oct. 16 ..... 36,000.00 .0286 1,258,741 .26 
$176,000.00 Fes. 5,645,581 .46 





The statement on page 65 shows the conversion into dollars of the trial bal- 
ance of the French company at December 31, 1926. 


Inventory—December 31, 1926: 














Merchandise ....... ..... Fes, 1,272,000.00 @ .039= $49,608.00 

Freight .... aceite Fes. 140,000.00 @ .039= 5,460.00 

ES Faas x accead PEP PE eee eRe Sy $55,068 .00 
Note: 

Furniture and fixtures— Francs Rate Dollars 
Balance, January 1, 1926........ Fes. 40,000.00 .037 $1,480.00 
Additions during year........... 10,000.00 .032 320.00 

Balance, December 31, 1926... Fes. 50,000.00 $1,800.00 

Arlington Silk Mills— Francs Rate Dollars 
Balance, January 1, 1926........ Fes. 1,780,200.00 .037 $65,867.40 
Merchandise shipments......... 5,645,581.46 R 176,000.00 

Fes. 7,425,781.46 $241,867.40 
Less—Remittances ............ 5,000,000.00 R 158,320.00 
Balance, December 31, 1926... Fes. 2,425,781.46 $83,547.40 
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THE FRENCH COMPANY 
Statement of profit and loss for the year ended December 31, 1926 








Ns a i cidieacksered end cneenseie 4 oe $247,360.00 
Less—Cost of goods sold: 

Inventory, January 1, 1926................... $38,850.00 

Poin dkidds dens ned aaenaue ate 176,000.00 

PU Is 6.60 i. 000dbkee dee ene 18,560.00 

SR eal ke ido ons sas pda eal Rake ae ee $233,410.00 

Less—Inventory, December 31, 1926.......... 55,068.00 178,342.00 
i. 5.55 pansy ws OA ee ee $69,018.00 
Less—Expenses: 

WIRED...» si. ccceekenmendaeawents $6,816.00 

I dias rk iain hig nica am ea tania ale 15,168.00 

I. 6:6.0064044050eheneeckobnen 9,792.00 

IN isons cee nea areenesenwe eee 3,744.00 35,520.00 
SNS 4. 63.1415 44<000e eas aeeeenae $33,498 .00 


THE FRENCH COMPANY 
Balance-Sheet—December 31, 1926 


Assets 

SIN aco sooo thnhidin kn Kee hbase be ae es ae $11,076.00 
TR GUID S665 4 kaka anced canmnexeeeseiie 62,790.00 
Merchandise inventory at invoice price plus freight, etc........ 55,068 .00 
PI IIE og. ks a. ogy sav aks Ae Bs 1,800.00 
$130,734.00 

Liabilities ete anid 

PO Te eee eee errr F $2,878.20 
I ee i a 5 6 6b dws kv onvedioceccesesdeesamaoeal 83,547.40 
Capital stock....... Te mr Cp Pmt How 3,700.00 
Net profit for year ended December 31, 1926................ 33,498 .00 
Reserve for exchange fluctuation.................c.eceecees 7,110.40 
$130,734.00 


In order to take up the profits of the French company the following journal 
entries would be made on the books of the Arlington Silk Mills: 


Investment in French company........... $33,498 .00 
French company—Profit and loss....... $33,498.00 
To take up the net profit for the year 
ended December 31, 1926, as shown by the 
statement of profit and loss of the French 
company. 
Investment in French company........... 7,110.40 
Reserve for exchange fluctuation........ 7,110.40 
To set up unrealized profit on exchange. 


No journal entries on the books of the Arlington Silk Mills are necessary 
for the purpose of consolidating the accounts of the two companies. How- 
ever, adjustments would be made in the working papers for the unrealized 
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inter-company profit in the opening and closing inventories of the French 
company. The effect of the adjustment of the opening inventory would be 
to reduce the charge to cost of sales in the consolidated working papers while 
the adjustment of the closing inventory would reduce the amount credited 
to cost of sales. 

The problem does not state the exact method followed in determining the 
amount of the inventory at December 31, 1926, so that it is not possible to 
state positively what rate should be used in converting this inventory into 
dollars. There are at least two possibilities which may be considered, as 
follows: 

(1) It is assumed that shipments were billed to the French company 
in dollars and that each invoice was converted into francs, at the then 
prevailing rate, for entry of the cost of the goods in the accounts of the 
French company. Now, if the closing inventory were priced in francs at 
the cost in francs determined as just stated, and if we follow the “first 
in—first out’’ assumption, it would represent the following: 








Francs Dollars Rate 

(a) The entire shipment of October 
I cited: dine 3 kd ewigtalon a Fes. 1,258,741.26 $36,000.00 .0286 

(b) A portion of the shipment of 
Mmmnt D4, THAG. os occ ccvnce 13,258.74 364.62 .0275 
_ RR eae ree eee Fes. 1,272,000.00 $36,364.62 .02859 

(c) Freight charges, etc., converted 
at the rate of .02859......... 140,000.00 4,002.60 .02859 

Total inventory.......... Fes. 1,412,000.00 $40,367.22 


(2) The inventory may have been priced, first, at cost in dollars as 
shown by the original invoices, the amount of the inventory in dollars 
then being converted into francs at the rate of .039 prevailing at the date 
of the inventory. 


If the amount, in francs, of the inventory were determined as described in 
(1), the conversion at the rate of .039, the current rate at the date of the bal- 
ance-sheet, would result in the statement of the inventory at an amount 
$14,700.78 in excess of the cost thereof in dollars, thus: 


Inventory if converted at .039................e0 ee $55,068 .00 
Ratan) cnet im Gollaré..... oo. ccc cesses ea , 40,367.22 
a ee ee ee ee ... $14,700.78 


On the other hand, if the amount, in francs, of the inventory were deter- 
mined as described in (2), conversion at .039 would result in a correct statement 
of the cost in dollars and the use of any other rate would result in an overstate- 
ment or understatement of the inventory. For example, if the closing in- 
ventory represents goods costing, in dollars, $55,068 the use of the rate at the 
date of the balance-sheet (.039) will result in the showing of that amount, thus: 


Fes, 1,412,000.00 @ .039 = $55,068.00 
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In this solution, the rate of .039 is used in converting the closing inventory 
for the following reasons: 


(1) The opening inventory was converted at the current rate at the 
date thereof. 
(2) The use of the current rate in converting current assets is in accord 
with standard accounting practice. 
(3) The method whereby the closing inventory was determined as 
1,412,000 francs is not known. 
No. 2 (47 points): 

The Kroy Manufacturing Company acquired all the assets of the Pioneer 
Development Company as set forth in the accompanying balance-sheet, as at 
December 31, 1925, and thereafter operated the plant as a branch. 

VENDOR COMPANY 
Balance-sheet—as at December 31, 1925 


Assets 
Current assets: 
0 EE Ae oe ere ne Matic prints ene) RHR xe $79,592.81 
Customers’ notes and accounts receivable— 
PEIN co ya's bss Pirie Sac be ee $153,460.23 
Accounte receivable... . 6... .cccccscsece 495,816.44 
———_——— 649,276.67 
Inventories at cost or market (the lower)— 
Raw materials and supplies............. $173,651.83 
Manufactured goods and goods in process . 393,598.17 
—_———_—— 567,250.00 
OE OE CIE oo. 6.05.5 oda nevada eee ee $1,296,119.48 
Prepaid expenses: 
Insurance, interest and taxes... .............cccccee, $15,876.29 
Fixed assets: 
Pee ee ee er” $123,978.15 
Buildings. ae 5 la alse een 571,836.32 
Machinery and equipment.............. 929,117.19 
Office furniture and fixtures......... 7 17,824.01 
—————__ 1,642,755.67 
Patents (amortign® Weime). .. occ sc cccwccdccccccascsca 500,000 .00 


Rigen eet: 750,000.00 
"$4,204,751. 44 


SI 2 6 5h sea ca eed eee ea 





Liabilities 
Current liabilities: 
Notes payable—banks and brokers..................4.. $175,000 .00 
Accounts payable—trade creditors...................... 214,014.32 
Accrued liabilities: 
Interest, state and local taxes. .............cccccceces 25,648.19 
|S SAAD he SP EEE A One eet ae eee 3,519.26 
Provision for federal taxes: 
I ot tec ck alas aad pigs bate are 47,829.56 
PUI 5 arundie wcptatcin a acrnae 6 SI alana ecw nie ere Ae eee 83,012.34 
Sees UII Sg og ds os ad Cekkan Renae $549,023.67 
Funded debt: 
First mortgage 6% bonds, maturing April 30, 1927... .. $600,000 .00 
Reserves: 
ONIN. 655d cas kueeesdeedeankaae $221,834.65 
Peers eee ne Pr re 10,154.89 
Decline in market of manufactured product 35,000 .00 
Pr re eer 75,000 .00 
341,989.54 
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Capital stock issued: 


Preferred—10,000 shares, 6% cumulative.............. 1,000,000 .00 
Common—217,500 shares, no par value, declared value. 1,087,500 .00 
I sila cc wake abte4 do sae es wade eo DON MEER Oo 268,919.05 
ee ee eh Aree Ree be 357,319.18 


$4,204,751.44 


The consideration agreed upon was as follows: 


(1) Cash to retire the preferred stock at a premium of 10%; 

(2) The assumption of all liabilities except federal taxes for the years prior 
to 1925; 

(3) Payment in cash equal to $2.50 per share on the common stock; 

(4) The issuance of one share of the Kroy Manufacturing Company’s 
common stock, par value $100, for every fifteen shares of the vendor 
company. 

(The market value of the Kroy Manufacturing Company’s common 
stock was $125.) 

The Development Company was liquidated forthwith and a complete distri- 
bution made to the stockholders. The expenses of liquidation amounted to 
$6,162.66 and the federal taxes for the period prior to 1925 were assessed and 
paid at the amount provided therefor in the balance-sheet. 

Prepare journal entries to record the transactions on the books of both the 
vendor and purchasing companies and close the accounts of the former, showing 
particularly the account with the Kroy Company, the stockholders’ and cash 
accounts. 


Solution: 

The consideration agreed upon in regard to the acquisition by the Kroy 
Manufacturing Company of all the assets of the Pioneer Development Company 
was as shown on page 70. 

An important question of accounting principle is involved in the acquisition 
by the Kroy Manufacturing Company of the assets of the Pioneer Develop- 
ment Company. That is the question of the amount at which the 14,500 shares 
of the common stock of the Kroy Manufacturing Company, issued as part of the 
consideration agreed upon between the vendor and vendee, is to be recorded in 
the accounts of the two companies. If they had agreed upon a certain amount 
as the consideration, payable by the assumption of liabilities, the issue of a 
certain number of shares of stock and a certain amount of cash the question 
would not have arisen. In that case the amount for which the 14,500 shares 
were issued by the Kroy Manufacturing Company and the cost thereof to the 
Pioneer Development Company would have been the excess of the total con- 
sideration over the total of the cash payment and the liabilities assumed. 


As the problem is stated, however, a choice must be made between three 
methods of treatment: 

(a) The capital stock issued as part of the consideration may be recorded 
at par by both companies, and in that case the total consideration would be 
$4,159,761. 33. 

(b) Market value may be the basis of valuation by both companies. In 
that case the total consideration would be $4,522,261. 33. 

(c) Par value may be the basis of recording the stock in the accounts of 
the vendee, while market value may be used as a basis for recording the 
stock in the accounts of the vendor. 
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Arguments can be advanced in support of each of the above methods of treat- 
ment. From the standpoint of the Pioneer Development Company, it would 
seem that the market value at the date of acquisition of the stock received is the 
proper amount at which to record it. There is some question, however, as to 
the use of market value in the case of the Kroy Manufacturing Company which 
issued the stock. It would be more conservative, without doubt, to use par 
value, but, since information is given in the problem as to the market value of 
the stock it would seem to be more correct to use such value, inasmuch as it is 
the best evidence to be had as to the real value of the stock. The use of $125 
per share results in a paid-in-surplus account of $362,500 and an increase in the 
goodwill account of like amount. Certainly, if the stock were sold for cash at 
market value and the proceeds paid to the vendor of the assets, there would be 
no question that the amount received by the Kroy Manufacturing Company 
for its stock resulted in such paid-in surplus and the cost of the assets of the 
Pioneer Development Company was $362,500 more than if the cost included 
only the par value of the stock. 

As an argument against the use of $125 per share as the valuation at which 
the stock is to be recorded on the books of the issuer, it may be contended that 
the market price of the stock might decline as a result of the additional issue of 
14,500 shares. It does not seem necessary, however, to speculate upon such 
possibilities and there appears no good reason why the statement as to the mar- 
ket value of the stock may not be taken at its face value. It might also be 
contended that, even if market value were used, with a paid-in surplus resulting 
therefrom, the amount of such paid-in surplus should be used to write off a 
portion of the goodwill account. That, however, would be a matter to be 
decided by the board of directors. 

It is impossible to determine the amount actually paid for the goodwill of the 
vendor for the reason that no information is given as to the valuations, if any, 
placed upon the various assets by the vendees. In the absence of such infor- 
mation all the assets are taken up on the books of the Kroy Manufacturing 
Company at their book values on the books of the vendor, the excess of the 
consideration over total book value of the assets being treated as goodwill. 


Journal entries on books of Kroy Manufacturing Company 


(All dated December 31, 1925) 


(1) 
a” eee ee eee beens $79,592.81 
ee a 153,460.23 
Accounts receivable............. ; $495,816.44 
Raw materials and supplies... . 173,651.83 
Manufactured goods and goods in process 393,598.17 
Prepesd expenses. ............. : 15,876.29 
I Lace a ade) a, 6 os aces oes os ' ; 123,978.15 
I cae aan at gia: ey ; , 571,836.32 
Machinery and equipment..... gn eT 929,117.19 
Office furniture and fixtures......... oar 17,824.01 
| SRE Se ee eee Pee 500,000 . 00 
I eee one eee Tee eee eee 1,299,499 .43 
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Reserve for depreciation................. 

Reserve for bad debts.................... 

Pioneer Development Company, vendor... . 

To record the purchase of all the assets of 

the Pioneer Development Company for a total 
consideration of $4,522,261.33 as follows: 





Sea ai.6 ce tenanakeoenan $1,643,750.00 
Common stock of this com- 
pany (14,500 shares)..... 1,812,500.00 
Liabilities assumed........ 1,066,011. 33 
$4,522,261. 33 
(2) 


Pioneer Development Company, vendor...... 
PS si cedidccdaemmasardasinas 
Ps 6.5.6 5 6 4454. 006545 Os adeee 
Accrued interest, state and local taxes. ..... 
DOs 6 isn dndedhendekan yetkes 
Podesnl tamen for 1955. ..oc 5 ccscscsecccse 
First mortgage 6% bonds (Due April 30, 

PIE. 5:05: 5-0 deed. a pce ee es 
To record the assumption of liabilities of 

Pioneer Development Company, as part of con- 

sideration in the acquisition of the assets of that 

company. 
pany (3) 


Pioneer Development Company, vendor...... 
GA os bao Seenewees ea ceeds escent 
Capital etacht, CGUNMIOM. ...6.05 5c cescivesese 
Premium on capital stock................ 

To record payment of cash and issue of 

14,500 shares of common stock as part of con- 

sideration in acquisition of the assets of the 

Pioneer Development Company. 


Branch current account... .........0ccccee. 
Reserve fer DOG GIR. «onc io cc ects cdwsscicns 
Raw materials and supplies............... 
Manufactured goods and goods in process. . . 
Pine GUI 6 6. 6 oo 6 nd cetasectascs 
POE MIDI is 5 i565 ed ea aedscises 
PINS 6d nbcnp acs ose eeneeen 
Ge ode ee emer eae Me Re 
To open account with branch operating the 
plant acquired from Pioneer Development 
Company. 

(Assuming that fixed assets are carried on 
home office books and that current assets ac- 
quired from Pioneer Development Company are 
carried on branch books.) : 

1 


$221,834.65 
10,154.89 
4,522,261.33 


$1,066,011 . 33 
$175,000.00 
214,014.32 
25,648.19 
3,519.26 
47,829.56 


600,000 . 00 


$3,456,250.00 
$1,643,750.00 
1,450,000 .00 
362,500.00 


$1,301,840. 88 
10,154.89 

$173,651.83 

393,598.17 

495,816.44 

153,460.23 

15,876.29 

79,592.81 
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Journal entries on books of Pioneer Development Company December 31, 1925 


(1) 
Kroy Manufacturing Company............. $4,522,261.33 
Reserve for depreciation................... 221,834.65 
Reserve for bad debts...................... 10,154.89 | 
Ret EY ea ee a $79,592.81 
SE en ee ee 153,460.23 
Accounts receivable............... er 495,816.44 
Raw materials and supplies............. : 173,651.83 
Manufactured goods and goods in process.. . 393,598.17 
Ns cc ednne eden nd eae dee co's 15,876.29 
ESE eer ee eee sie eae 123,978.15 | 
cic Kakthe MOOR Ana ens eee és 571,836.32 
Machinery and equipment.......... sa 929,117.19 
Office furniture and fixtures........ Set 17,824.01 
OU a ci Hi Stora etd al 500,000 . 00 
NN tain ad ni dina incon i gta 750,000 .00 
Capital eurplas.......... 549,499 43 
To record sale to Kroy ‘Manulacturien | 
company, vendee, of all the assets of this com- 
pany for a total consideration of $4,522,261. 33 | 


and to credit to capital surplus the excess of the 
consideration over the book value of the assets. 


(2) 
Notes payable........ $175,000.00 j 
Accounts payable....... 214,014. 32 
Accrued interest, state and local taxes. . 25,648.19 
Accrued wages...... 3,519.26 
Federal income taxes payable for 1925..... 47,829.56 
First mortgage 6% bonds........ 600,000 . 00 
Kroy tt le Company, eine. a $1,066,011. 33 


To record the assumption by the Kroy 
Manufacturing Company, vendee, of all liabili- 
ties of this company, except federal taxes for the 
years prior to 1925, as part of the agreed consid- 
eration in the sale of the assets as shown by the 
preceding entry. 


(3) 
| RR . $1,643,750.00 
Capital stock of Kroy Manufacturing Company  1,812,500.00 
Kroy Manufacturing Company, vendee... . $3,456,250.00 


To record the receipt of cash and 14,500 
shares common stock of Kroy Manufacturing 
Company in accordance with terms of agree- 
ment for sale of the assets of this company. 
(Date of following entries not stated) 
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Federal taxes for years prior to 1925......... 
I ececdincside cashes aia echiac waaie a eee 
To record the payment of federal taxes 
assessed for years prior to 1925. (It is assumed 
that this payment includes interest, if any.) 


(S) 
Expenses of liquidation.................... 
5:5 ot a predndsiwn ha eAb aise ee 
To record the payment of expenses of 
liquidation. 


IID, eisdciivine cccscndnesieattaok 
Expenses of liquidation.................. 
To charge to earned surplus the expenses of 
liquidation. 
(7) 
Reserve for decline in market of manufactured 
Ns 8hivs bdvvks 16045es cebentereeees 
SE OTE ne 
I oc carne cea ea en 
To restore to earned surplus the amount of 
reserves previously created by charges to (pre- 
sumably) earned surplus. 


Capital stock, preferred. ...... 
Premium on preferred stock retired . 
Re tsi ec aac abe a aad 
To record retirement ote entire amount of 
preferred stock outstanding at a premium of 
10%. (It is assumed that there are no accum- 
ulated dividends which must be paid.) 


(9) 


Capital surplus........ eb 
Premium on preferred stock retired. eiekdautan 
To charge to capital surplus premium paid 
on preferred stock retired. 


(10) 
No Bo Sores. cele x idie eee ae eee 
Capital stock of Koy Manufacturing Com- 
Ea pe 


To record sale of capital stock of the Kroy 
Manufacturing Company. 


To record payment to stockholders as final 
and complete distribution of the remaining as- 
sets of the company, 
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$83,012.34 


$6,162.66 


$6,162.66 


$35,000.00 
75,000.00 


$1,000,000 .00 
100,000 . 00 


$100,000.00 


$1,812,500.00 


$2,267,075 .00 


$83,012.34 


$6,162.66 


$6,162.66 


$110,000.00 


$1,100,000 .00 


$100,000. 00 


$1,812,500.00 


$2,267,075 .00 
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(12) 
rere $1,087,500.00 
SESE ee Pe ee 718,418.48 
ES re ee ee eer ee 461,156.52 

a One tks cee eames $2,267,075 .00 


To record closing of capital stock and sur- 
plus accounts as a result of the liquidation of 
the company and distribution to stockholders. 
(If Kroy Manufacturing Company stock is to be distributed the following 
entry would replace entries (10) and (11) above) 


os 2s ou nic Sa Ae i croc alone els me Marek $2,267,075 .00 
MN Bre ne ia dik ae ask Bee eS eh $454,575.00 
Capital stock of Kroy Manufacturing Com- 
Sea ol a adaiy Waa wa bed e g eR dere eerie 1,812,500.00 


To record distribution to stockholders of all 
remaining assets of the company consisting of 
common capital stock of the Kroy Manufac- 
turing Company and cash. 


Ledger Accounts 
(References are to numbers of journal entries) 


Kroy Manufacturing Company 


1925 1925 
Dec. 31 (1) $4,522,261. 33 Dec. 31 (2) $1,066,011. 33 


31 (3) 3,456,250.00 


4,522,261.33 


f 
i} 





Stockholders 
1926 1926 
? (11) $2,267,075.00 ? (12) $2,267,075.00 
2,267,075 .00 2,267,075 .00 
Cash 
1925 1925 
Dec. 31 Balance $79,592.81 Dec. 31 (1) $79,592.81 
31 (3) 1,643,750.00 ? (4) 83,012.34 
? (10) 1,812,500.00 ? (5) 6,162.66 
? (8) 1,100,000.00 
? 


(11) 2,267,075 .00 





$3,535,842 .81 
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Book Reviews 


COSTING AND COST ACCOUNTS FOR WOOL TEXTILES, by J. E. 
WituiaMs and E. Supworta. Gee & Co., London. 70 pages. 


The authors of Costing and Cost Accounts for Wool Textiles have directed 
their efforts to the present-day need for a scientific cost system which will tie in, 
in total, with the manufacturing and profit-and-loss charges. While the book 
contains considerable practical and constructive information, it must be under- 
stood that it is an English work and as such is based upon mill conditions and 
practices existing in England which will be found to vary considerably when 
compared with the woolen industry in this country. 

Chapter II deals with material control and follows the product through each 
process by blends, or mixes, to the spun yarn at which point of production the 
yield or shrinkage is determined. It is to be observed, however, that the au- 
thors did not make any definite provision for the controlling of the various 
blends of yarn used in the woven fabrics. Such provision would permit the 
identification of the blend cost with fabric cost and would be invaluable when 
pricing the inventory as well as accounting for material losses which otherwise 
might not be disclosed. The importance the authors attach to the use of the 
blend book, in my judgment, is of real value, for it enables the manufacturer to 
compare the estimated market prices with the actual cost prices as developed in 
this book. 

Chapter III deals with labor analysis, development of burden rates and basis 
of distribution in an admirable manner. A notable feature is contained on 
page 211, item 4, where the burden has been broken down merely as to spinning 
and weaving. While this may be sufficiently accurate for a woolen mill manu- 
facturing a few styles of fabrics made from blends of about the same quality, 
there are many mills in this country of a hundred-loom capacity whose product 
is so varied from season to season that the burden requires further analysis 
than that set forth in the above paragraph in order that unit-process cost, as 
well as cost by styles of fabric, may be developed not only for the coarser but for 
the finer qualities of fabrics. 

Chapter IV and chapter V deal with the details of manufacturing costs and 
the manner in which the yarn and fabric costs are calculated. The authors 
advocate the development of normal or standard cost based on a budget and 
combining this with the time element of each operation. In this way a stand- 
ard measure for each process is obtained. 

Inasmuch as the burden development is based upon pre-determined or nor- 
mal rates, I looked for an idle “time” analysis in order that the increases or 
decreases in efficiency might be measured and inventories adjusted. Doubt- 
less this escaped the authors’ attention. 

The most valuable feature set forth is summarized on page 70, under the cap- 
tion “manufacturing account”’. This analysis allocates the net profit or loss as 
to sources, which is the only way proof may be had of the accuracy of the costs. 
In this manner attention is directed to the processes incurring a loss which per- 
mits concentrated effort at these points in order that the organization may be 
made as efficient and profitable as possible. 

Literature covering cost finding for woolen mills is very meagre and this 
condensed volume of seventy pages, excellently prepared, contains many valu- 
able ideas and suggestions and is a useful contribution. 

W. A. MusGRAVE. 
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